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regulations define what constitutes a CIAC and provides
rules for adjusting the basis of water or sewerage dis-
posal facilities acquired as, or acquired or constructed
with any money received as, a CIAC. The regulations also
provide the time and manner for taxpayers to notify the
Secretary of amounts treated as a contribution to capital
under this provision. A public hearing is scheduled for
April 27, 2000.

Rev. Proc. 2000-10, page 287.

Qualified Zone Academy Bond limitations for 2000.
This procedure sets forth the maximum face amount of Qual-
ified Zone Academy Bonds that may be issued for each
state in 2000. For this purpose, “state” includes the District
of Columbia and U.S. possessions.

Notice 2000-1, page 288.

Effective date of proposed regulations under section
1.368-2(d)(4). Proposed regulations relating to the solely
for voting stock requirement in reorganizations under sec-
tion 368(a)(1)(C) of the Code, when finalized, will be modified
to generally apply to transactions occurring after December
31, 1999. But in certain cases, taxpayers will be able to re-
quest a private letter ruling permitting them to apply the pro-
posed regulations to transactions occuring before the pro-
posed effective date.

EMPLOYEE PLANS

Announcement 2000-1, page 294.

This document provides interim information about the re-
porting requirements applicable to certain plans of state and
local government employers for amounts provided under
section 457. Comments are also requested regarding types
of plans that should be treated as bona fide severance plans
for purposes of section 457.
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The IRS Mission

Provide America’s taxpayers top quality service by help-
ing them understand and meet their tax responsibilities

Introduction

The Internal Revenue Bulletin is the authoritative instrument
of the Commissioner of Internal Revenue for announcing offi-
cial rulings and procedures of the Internal Revenue Service
and for publishing Treasury Decisions, Executive Orders, Tax
Conventions, legislation, court decisions, and other items of
general interest. It is published weekly and may be obtained
from the Superintendent of Documents on a subscription
basis. Bulletin contents are consolidated semiannually into
Cumulative Bulletins, which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application
of the tax laws, including all rulings that supersede, revoke,
modify, or amend any of those previously published in the
Bulletin. All published rulings apply retroactively unless other-
wise indicated. Procedures relating solely to matters of in-
ternal management are not published; however, statements
of internal practices and procedures that affect the rights
and duties of taxpayers are published.

Revenue rulings represent the conclusions of the Service on
the application of the law to the pivotal facts stated in the
revenue ruling. In those based on positions taken in rulings
to taxpayers or technical advice to Service field offices,
identifying details and information of a confidential nature
are deleted to prevent unwarranted invasions of privacy and
to comply with statutory requirements.

Rulings and procedures reported in the Bulletin do not have
the force and effect of Treasury Department Regulations,
but they may be used as precedents. Unpublished rulings
will not be relied on, used, or cited as precedents by Service
personnel in the disposition of other cases. In applying pub-
lished rulings and procedures, the effect of subsequent leg-
islation, regulations, court decisions, rulings, and proce-

and by applying the tax law with integrity and fairness to
all.

dures must be considered, and Service personnel and oth-
ers concerned are cautioned against reaching the same con-
clusions in other cases unless the facts and circumstances
are substantially the same.

The Bulletin is divided into four parts as follows:

Part .—1986 Code.
This part includes rulings and decisions based on provisions
of the Internal Revenue Code of 1986.

Part Il.—Treaties and Tax Legislation.

This part is divided into two subparts as follows: Subpart A,
Tax Conventions, and Subpart B, Legislation and Related
Committee Reports.

Part lll.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to
these subjects are contained in the other Parts and Sub-
parts. Also included in this part are Bank Secrecy Act Admin-
istrative Rulings. Bank Secrecy Act Administrative Rulings
are issued by the Department of the Treasury's Office of the
Assistant Secretary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The first Bulletin for each month includes a cumulative index
for the matters published during the preceding months.
These monthly indexes are cumulated on a semiannual basis,
and are published in the first Bulletin of the succeeding semi-
annual period, respectively.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.



ESTATE TAX

Announcement 2000-3, page 296.

This document contains corrections to T.D. 8846, 1999-51
I.LR.B. 679, relating to the effect of certain administration ex-
penses on the valuation of property for marital and charita-
ble deduction purposes.

ADMINISTRATIVE

Rev. Proc. 2000-9, page 280.
Per diem allowances. This procedure provides optional
rules for substantiating the amount of certain reimbursed

travel expenses of an employee and for determining the
amount of deductible meals while traveling away from
home. Rev. Proc. 98-64 superseded.

Announcement 2000-2, page 295.

Information letters written by the national office of Chief
Counsel and by the Office of the Commissioner, Tax Ex-
empt and Government Entities Division, to the public in re-
sponse to inquiries postmarked or, if not mailed, received
after January 1, 2000, will be available for public inspec-
tion quarterly beginning March 31, 2000, and on a contin-
uing quarterly basis.

iInsert photo
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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 42.—Low-Income dental expenses or meal and incidental expenses term, and long-term rates are set forth for the month
. . curred while traveling away from home do notof January 2000. See Rev. Rul. 2000-1, page 250.
Housmg Credit apply. See Rev. Proc. 2000-9, page 280.

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month . .
of January 2000. See Rev. Rul. 2000-1, page 250.Section 274.—Disallowance of Section 467.—Certain Payments

Certain Entertainment, Etc., for the Use of Property or

Section 62.—Adjusted Gross

Income Defined 26 CFR 1.274-5T: Substantiation requirements The adjusted applicable federal short-term, mid-
(temporary). term, and long-term rates are set forth for the month

of January 2000. See Rev. Rul. 2000-1, page 250.
Rules are set forth for an optional method for

substantiating the amount of ordinary and necessary
Rules are set forth under which a reimbursement o cos EXPENSES of an employee for lodging, meal,

and incidental expenses or meal and incidental exs . .
’ ection 468.—Special Rules for

or other expense allowance arrangement for the cost - . .
of lodging, meal, and incidental expenses or medlS"ses incurred vyh|le travell_ng away from hom Mini d Solid Wast
and incidental expenses incurred by an employev‘éhen a payor provides a per diem allowance underldlINING an ol aste

while traveling away from home will satisfy the re_reimbursement or other expense allowance arrangReclamation and Closing Costs

quirements of § 62(c) of the Code as to substanti%1jent to pay for such expenses. Rules are also set

; rth for an optional method for employees and self- ) ) .

tzlggoof;heaar:c;l;gt of the expenses. See. Rev. I:)roer'nployed individuals to use in computing the de- The adjusted applicable federal short-term, mid-
+Pag ' ductible costs of business meal and incidental exerm, and long-term rates are set forth for the month

penses paid or incurred while traveling away fronff January 2000. See Rev. Rul. 2000-1, page 250.

home. See Rev. Proc. 2000-9, page 280.

26 CFR 1.62-2: Reimbursements and other expense
allowance arrangements.

26 CFR 1.62-2T: Reimbursements and other
expense allowance arrangements (temporary).

Rules are set forth under which a reimbursemerf® CFR 1.274(d)-1T: Substantiation requirements Section 482.—Allocation of
or other expense allowance arrangement for the cd&gmPorary)- Income and Deductions Among
of '0‘?9'?9' meal, and mc@ental expenses or meal Rules are set forth for an optional method fo;l'axpayers
and incidental expenses incurred by an employee - .

. . ) ) Substantiating the amount of ordinary and neces-
while traveling away from home will satisfy the re-

. .sary business expenses of an employee for lodg- - id- R
quirements of § 62(c) of the Code as to substantiae. P ploy 9 Federal short-term, mid-term, and long-term

: ng, meal, and incidental nses or meal, and i
tion of the amount of expenses. See Rev. Prok g, meal, and incidental expenses or meal, and imates are set forth for the month of Janyary 2000. See

2000-9, page 280. Cidental expenses incurred Whlle travellng awayev. Rul. 2000-1, page 250.
from home when a payor provides a per diem al-

lowance under a reimbursement or other expense
allowance arrangement to pay for such expenses.

Section 162.—Trade or Business See Rev. Proc. 2000-9, page 280. Section 483.—Interest on Certain
Expense Deferred Payments

26 CFR 1.162-17: Reporting and substantiation of Section 280G.—Golden . . )
The adjusted applicable federal short-term, mid-

certain business expenses of employees. Parachute Payments term, and long-term rates are set forth for the month
Rules are set forth for substantiating the amount rqqaral short-term. mid-term. and Iong-termOf January 2000. See Rev. Rul. 2000-1, page 250.

of a deduction or an expense for lodging, meal, andeq are set forth for the month of January 2000. See
incidental expenses or meal and incidental expensgs,, rul. 2000-1 page 250

incurred while traveling away from home that most
nearly represents current costs. See Rev. Proc. Section 642.—Special Rules for
2000-9, page 280. Credits and Deductions

Section 382.—Limitation on Net
Operating Loss Carryforwards _
. d Certain Built-In Losses Federal short-term, mid-term, and long-term
Section 267.—Losses, ) an QI’ ain oul . rates are set forth for the month of January 2000. See
Expenses, and Interest With Following Ownership Change Rev. Rul. 20001, page 250.

Respect to Transactions The adi , )
e adjusted applicable federal long-term rate is
Between Related Taxpayers set forth for the month of January 2000. See Rev.

Rul. 2000-1, page 230. Section 663.—Special Rules

Applicable to Sections 661

When a payor provides a per diem allowance to . L i and 662
an employee who is a related party, the rules s@€ction 412.—Minimum Funding

forth for the deemed substantiation to the payor dStandards

the amount of the employee’s ordinary and neces- 26 CFR 1.663(a)-1: Special rules applicable to
sary business expenses for lodging, meal, and inci- The adjusted applicable federal short-term, midsections 661 and 662; exclusion; gifts, bequests, etc.
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T.D. 8849 General Separate Share Rules rules involving bequests of specific sums

. i of money or specific property described
DEPARTMENT OF TREASURY The proposed regulations define a Seps saction 663(a)(1).

Internal Revenue Service arate share as a separate economic interesg g mmentators asked for clarification
26 CFR Part 1 in one beneficiary or class of be”ef'c'a”eﬁoncerning whether the separate share
of the decedent’s estate such that the eqQjes a i i
. . et o pply to bequests described in sec-
Section 663(c); Separate Share  nomic interests of the beneficiary or clasgg,, 663(a)(1). One commentator recom-

Rules Applicable to Estates of beneficiaries (for example, rights to iy ended that separate share treatment

AGENCY: Internal Revenue Service °¢ O 9ains froﬁm spdeg|f|ed Items 0%poy1d apply to these bequests. Another
(IRS), Treasury. property) are not affected by economic ingommentator suggested that while revis-

terests accruing to another beneficiary 9hg §1.663(c) to apply to estates, the IRS
ACTION: Final regulations. class of beneficiaries. The proposed regus g the Treasury Department should re-

SUMMARY: This document contains ‘210NS conclude that there are separaignsiger and amend §1.663(a)-1(b)(1) to

final regulations concerning shares in an estate when a beneficiary B rmit principal distributions that are

separate share rules applicable to estat%lgssdc’f Qenef|C|ar|eshha; an interest I fade to fund both pecuniary formula be-
under section 663(c) of the Internal ReyacCedents estate (whether corpus or ifyests and surviving spouses’ elective
enue Code. These regulations provid%ome’ or both) t.h‘."‘t no other beneficiarghares to be recognized as coming within
that substantively separate and indeper?—r class of beneficiaries has. the definition of excluded gifts or be-

dent shares of different beneficiaries are /O commentators suggested a nagy,ests described in section 663(a)(1).

to be treated as separate estates for put-' o definition of a separate share. ON€ g fing| regulations provide that be-

poses of computing distributable net in°MMmentator suggested that separafgesis described in section 663(a)(1) are

come and applying the distribution provi-Shares exist only when the estate is agit separate shares. The separate share

sions of sections 661 and 662. Thesministered as two or more well-defined;e5 are applicable only to determine the

regulations also provide that a survivin%tﬁéfscghrﬁ:nceonﬂgt:fssuepaé‘;‘:g def;‘?:fz'e Ad?étributabl_e net income of each share
spouse’s statutory elective share of a 99 P@&hen applying the distribution provisions

decedent’s estate and a pecuniary formufgr:e share treatment should apply onlys sections 661 and 662 to the trust or es-

bequest are separate shares. Further, a\érv ere the existence of separate sharesylge ang its beneficiaries. Bequests de-

vocable trust that elects to be treated a%?er g:? dteh:sgun:g'gg.g]s?rrsgrf]tgofjerlgtC:iPS'Fribed in section 663(a)(1) are not sub-
part of a decedent’s estate is a separa(?e ) Ject to the distribution provisions and

share. proportionate distributions. _ therefore are not separate shares.
Generally, the final regulations Cla”fySurviving Spouses Elective Share
DATES: Effective Date December 28, the definition and narrow the application 114 proposed regulations provide that a

1999. L of the separate share rules that are in tIgﬁrviving spouse’s statutory elective share
Applicability Dates For dates of ap- proposed regulations. The final regulagynstitutes a separate share of an estate.

plicability of these regulations, seetions generally define a separate share a3 5 result. the surviving spouse may be

§1.663(c)-6. a separate economic interest in one bengyad on the estate’s gross income only to

FOR FURTHER INFORMATION CON- ficiary or class of beneficiaries of thethe extent of the surviving spouse’s share

TACT: Laura Howell, (202) 622-3060 Qecedents estate such that the eConomi¢ ihat income under state law.

(not a toll-free number). interests of the beneficiary or class of 5o commentator recommended that

beneficiaries neither affect nor are af-Separate share treatment for a surviving

SUPPLEMENTARY INFORMATION:  fected by economic interests accruing Qpouse’s elective share should be recon-

another beneficiary or class of beneficiagijered. Elective shares should be a mat-
ries. The final reg'ulations a'dq.“nor a'%ar of further study because they are
On January 6, 1999, a notice of pro@ffected by to clarify the definition of a ¢y ceq by state law, differ from state to
posed rulemaking was published in th§eParate share. Under this revised definiate and usually are part of an acrimo-
Federal Register (64 FR 790 ton, aseparate share generally exists onfy,,s conflict. Another commentator re-
(REG-114841-98, 1999-11 I.R.B., 41)jf it includes both corpus and the incomg ested clarification of whether a surviv-
relating to the application of the separat@ttributable thereto and is independenty snouse’s statutory elective share is
share rules to estates under sectidfiom any other share. Thus, inCOM&,q|,ded in the subchapter J estate. Fur-
663(c). Written comments were receive§armned on assets in one share (first shaigh this commentator recommended that
on the proposed regulations, and a publRd appreciation and depreciation in thg, ejective share that is not entitled to in-
hearing was held on April 22, 1999. After@lue of those assets have no effect qiyme or appreciation should be excluded
consideration of all the comments, th@nY other share. Similarly, the incom&.om the subchapter J estate, but an elec-
proposed regulations under section 663(@1d changes in value of any other shagg e share that is entitled to income and
are adopted as revised by this Treasu@;“ve no effect on the first share. appreciation should be included in the

decision. fect on Section 663(a)(1) _ subchapter J estate.
The proposed regulations provide that Conversely.

Explanation of Provisions the separate share rules do not change

Background

other commentators agreed
et separate share treatment should apply

2000-2 I.R.B. 245 January 10, 2000



to a surviving spouse’s statutory electivdequest that is not entitled to income or tamount of income each share is entitled to
share regardless of whether the survivinghare in appreciation or depreciation isinder the terms of the governing instru-
spouse is entitled to income and shares aiso a separate share if the governing iment or applicable local law. A similar al-
appreciation or depreciation. One comstrument does not provide that it is to béocation rule is provided for the amount of
mentator suggested that the separate shaadd or credited in more than three installgross income that is not attributable to
examples in the proposed regulations bments. This provision regarding three ocash received by a trust or estate, such as
revised to track more closely the Unifornfewer installments parallels the specifia distributive share of a partnership’s tax
Probate Code model because it will likehbequest requirements in sectioritems, or the pro rata share of an S corpo-
be adopted by most states. 663(a)(1). ration’s tax items.

These final regulations do not changédministrative Rules Commentators asked whether the gen-
the result of the proposed regulations. Commentators requested guidance cogral rule for allocating gross income is ap-
However, under these final regulations, gerning several administrative mattersplicable for income in respect of a dece-
surviving spouse’s elective share thatommentators asked for guidance corgent under section 691(a). These final
under local law is entitled to income anderning when separate shares come integulations clarify that such gross income
to share in appreciation or depreciatio@xistence. The final regulations providés allocated among the separate shares
constitutes a separate share under the gehat separate shares come into existencethat could potentially be funded with
eral definition. Further, under a speciaihe earliest moment that a fiduciary mayhese amounts irrespective of whether a
rule in the final regulations, a survivingreasonably determine, based upon thghare is entitled to receive any income
spouse’s elective share that is not entitleighown facts, that a separate share existsunder the terms of the governing instru-
to income or does not share in apprecia- Two commentators expressed concerif€nt or applicable local law. The amount
tion or depreciation is also a separatghout the need to readjust the separagdocated to each share is based upon the
share. shares as a result of an IRS examinatiofg!ative value of each of those shares that
Revocable Trust as a Part Of Estate One commentator suggested that separzﬁ@um potentially be funded with such

The proposed regulations provide that ghare treatment should apply to pecuniagmounts.
qualified revocable trust that elects undeformula bequests only if no amended re- One commentator requested clarifica-
section 645 to be treated as part of thirns and no adjustments to any tax perfion concerning the allocation of expenses
decedent’s estate for income tax purposesls would be required when the tax reto a separate share. These final regula-
constitutes a separate share. In responsens were filed in good faith. Anothertions do not change the long standing rule
to comments, these final regulations ineommentator recommended that separat@der 81.663(c)-2 of the Income Tax Reg-
clude a reference that the electing revocahare treatment should not apply to residations that any expense which is applic-
ble trust itself may have two or more sepuary bequests unless or until the regula@ble solely to one separate share of a trust
arate shares. These final regulationgons provide simple and practical methis not available as a deduction to any
further provide that qualified revocableods of compliance for possibleother share of the same trust. The IRS
trusts within the definition of sectionadjustments made during IRS examinand the Treasury Department are not
645(b)(1) are subject to the separate shaiiens. aware of any issues that have arisen in ap-
rules applicable to estates rather than These final regulations do not adopt eiPlying this rule.
trusts whether or not an election is madger suggestion. The regulations providgterest on Pecuniary Bequests or De-
to be part of the estate. that the fiduciary must use a reasonablayed Estate Distributions
Pecuniary Formula Bequests and equitable method to determine the Commentators questioned why the pro-

The preamble to the proposed regulasalue of each separate share and the allpesed regulations take the position that
tions requests comments concerning theation of taxable income to each sharénterest, imposed by state law, on a pecu-
treatment of pecuniary formula bequest$his approach gives the fiduciary flexibil-niary bequest or a delayed estate distribu-
as separate shares. Several comments within limits, in applying the separatetion is a payment of interest by the estate
tors, noting that pecuniary formula beshare rules. However, redeterminations iand not a distribution for purposes of sec-
quests are similar to a surviving spouse'salue of those separate shares must liens 661 and 662. These same commen-
statutory elective share, suggested théaken into account. tators indicated that alternatively such in-
such bequests be treated as separataCommentators asked for a clarificatiorferest payments should be deductible
shares. Commentators disagreed, howf whether gross income of an estate mugtiministrative expenses if the interest was
ever, on whether pecuniary formula bebe allocated to a separate share basegfjuired to be paid by state law as part of
quests not entitled to income should bapon the amount of income each share e distribution and settlement of the es-
separate shares. entitled to under the terms of the goverrtate. The final regulations retain the posi-

Under these final regulations, any peing instrument or applicable local law.tion taken in the proposed regulations be-
cuniary formula bequest that is entitled td’hese final regulations clarify that, incause the IRS and the Treasury
income and to share in appreciation or deomputing the distributable net incomdXepartment view this result as compelled
preciation under the governing instrumenfior each separate share, the portion &y section 163(h) which disallows a de-
or local law constitutes a separate shagross income that is income within theduction for personal interest as described
under the general definition. Furthermeaning of section 643(b) must be alloi section 163(h)(2).
under a special rule, a pecuniary formulaated to each share based upon thHequests Concerning Applicable Dates
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One commentator suggested that eithelo not impose a collection of informationsection 663(a)(1).
the applicable date of these final regularequirement on small entities, the Regula- Example 2 Under the terms of a will, the testa-
tions should be retroactive to the date thabry Flexibility Act (5 U.S.C. chapter 6) tor's estate was to be distributed to A. No provi-
section 1307 of the Tax Reform Act ofdoes not apply. Pursuant to sectiosion was made in the will for the distribution of
1997 became applicable, or the regula#805(f) of the Internal Revenue Code, théhe estate’s income during the period of adminis-
tions should provide that during the innotice of proposed rulemaking precedingation. The estate had income of $50,000 for the
terim period before final regulations arghese regulations was submitted to thexable year. The estate distributed to A stock with
published, the IRS will accept any reasonchief Counsel for Advocacy of the Smalla basis of $40,000 and with a fair market value of
able interpretation of the separate shafusiness Administration for comment or$40,000 on the date of distribution. No other dis-

rules, including those rules provided ints impact on small business. tributions were made during the year. The distrib-
the proposed regulations. ) ) ution does not qualify for the exclusion under sec-
Another commentator requested tharafting Information tion 663(a)(1), because it is not a specific gift to A

the final regulations, to the extent applica- The principal author of these regula-req“ired by the terms of the will. Accordingly, the

ble to trusts, apply prospectively andjqng js'| qura Howell of the Office of As- A" Market value of the property ($40,000) repre-
apply either only to trusts that become irgistant Chief Counsel (Passthroughs arsgnts a distribution within the meaning of sections
revocable after the date the regulationgpeciau Industries). However, other per§61(a) and 662(a) (see §1.661(a)-2(c)).

are finalized or only to taxable years Otsonnel from the IRS and Treasury Depart- Example 3 Under the terms of a trust instru-

trusts beginning after the date the regulgy ot participated in their development. ment, trust income is to be accumulated for a pe-

tions are finalized. ok k* riod of 10 years. During the eleventh year, the
The final regulations have taken these trustee is to distribute $10,000 to B, payable from
comments into account as noted below. Adoption of Amendments to the income or corpus, and $10,000 to C, payable out
Regulations of accumulated income. The trustee is to distrib-

Effective Dates ute the balance of the accumulated income to A.

Accordingly, 26 CFR part 1 is amendetrhereafter, A is to receive all the current income

These final regl'”a.tl.ons are applicableyg fojo\ys; until the trust terminates. Only the distribution to
for estates and quallfled revocable trusts B would qualify for the exclusion under section
within the meaning of section 645(b)(1)PART 1—INCOME TAXES 663(a)(1)q Y
with respect to decedents who die after L N
December 28, 1999. However, for estates Paragraph 1. The authority citation fof

and qualified revocable trusts with respedi@’t 1 is amended by adding an entry in Par. 3. Section 1.663(c)-1 Is amended
to decedents who died after the date thgpmerical order to read in part as followsas follows:

section 1307 of the Tax Reform Act of Authority: 26 U.S.C. 7805 * ** 1. The section heading is revised.
1997 became effective but before DecenSections 1.663(c)-1, 1.663(c)-2, 1.663(c)- 2. Paragraph (a) is amended by revis-
ber 28, 1999, the IRS will accept any rea3: 1.663(c)-4, 1.663(c)-5, and 1.663(c)-&1g the words “trust” and “trusts” to read
sonable interpretation of the separat@!So issued under 26 U.S.C. 663(c). ~ "trust (or estate)” and "rusts (or estates)”,
share provisions, including those provi-* * respectively, in the first through fourth
sions provided in 1999-11 .R.B. 41 (see Par. 2. In §1.663(a)-1, paragraph (b)(3jentences. _
§601.601(d)(2)(i))(b)). For trusts otherlS amended by revisingxample 1, Exam- 3. Paragraph (b)(2) is removed ar?d
than qualified revocable trusts, §1.663(c)Ple 2 andExample 3o read as follows: ~ paragraphs (b)(3) and (b)(4) are redesig-
2 is applicable for taxable years of sucf1-663(a)-1 Special rules applicable tg1ated as paragraphs (b)(2) and (b)(3), re-
trusts beginning after December 28, 199§€ctions 661 and 662; exclusion; gifts, bespectivey .

guests, etc. 4. Paragraphs (b) through (d) are
Effect on Other Documents *ok ok kK amended by revising the words “trust”
(b) * * * and “trusts” to read “trust (or estate)” and

The following publications are obsolete
as of December 28, 1999:

Rev. Rul. 64-101 (1964-1 C.B. 77).

Rev. Rul. 71-167 (1971-1 C.B. 163).

(3)*** “trusts (or estates)”, respectively.
Example 1 Under the terms of a will, a legacy | he revision reads as follows:
of $5,000 was left to A, 1,000 shares of X com81.663(c)-1 Separate shares treated as
pany stock was left to W, and the balance of the e§€parate trusts or as separate estates; in
Special Analyses tate was to be divided equally between W and B?Erle*ril
No provision was made in the will for the disposi-

It has been determined that these finabn of income of the estate during the period of Par. 4. Section 1.663(c)-2, is revised to
regulations are not a significant regulaadministration. The estate had income of $25,00tead as follows:
tory action as defined in Executive Ordetiuring the taxable year 1954, which was accumu1.663(C)-2 Rules of administration.
12866. Therefore, a regulatory assessted and added to corpus for estate accounting (&) When separate shares come into
ment is not required. It also has been d@urposes. During the taxable year, the execut@Xistence.A separate share comes into
termined that section 553(b) of the Adypaid the legacy of $5,000 in a lump sum to Aexistence upon the earliest moment that a
ministrative Procedure Act (5 U.S.C.transferred the X company stock to W, and madéiduciary may reasonably determine,
chapter 5) does not apply to these regulae other distributions to beneficiaries. The distribbased upon the known facts, that a sepa-
tions and, because these final regulationgions to A and W qualify for the exclusion underrate economic interest exists.
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(b) Computation of distributable netof the same trust or estate. or bequest of a specific sum of money or
income for each separate shardl) (c) Computations and valuationgzor of property as defined in section
Generalrule. The amount of distributable purposes of calculating distributable ne663(a)(1) is not a separate share.
net income for any share under sectioincome for each separate share, the fidu- (b) Special rule for certain types of bene-
663(c) is computed as if each share constitary must use a reasonable and equitalfieial interests Notwithstanding the provi-
tuted a separate trust or estate. Accorehethod to make the allocations, calculasions of paragraph (a) of this section, a sur-
ingly, each separate share shall calculate ti®ns, and valuations required by paraviving spouse’s elective share that under
distributable net income based upon its pograph (b) of this section. local law is determined as of the date of the
tion of gross income that is includible in Par. 5. Section 1.663(c)-3 is amendedecedent’s death and is not entitled to in-
distributable net income and its portion oby revising the section heading and theome or any appreciation or depreciation is
any applicable deductions or losses. first sentence of paragraph (a), and rea separate share. Similarly, notwithstand-

(2) Section 643(b) incomeThis para- moving paragraph (f) to read as follows: ing the provisions of paragraph (a) of this
graph (b)(2) governs the allocation of th&1.663(c)-3 Applicability of separatesection, a pecuniary formula bequest that,
portion of gross income includible in dis-share rule to certain trusts under the terms of the governing instru-
tributable net income that is income (a) The applicability of the separatement or applicable local law, is not entitled
within the meaning of section 643(b).share rule provided by section 663(c) té0 income or to share in appreciation or de-
Such gross income is allocated among tHeusts other than qualified revocable trustgreciation constitutes a separate share if the
separate shares in accordance with thvthin the meaning of section 645(b)(1)governing instrument does not provide that
amount of income that each share is entwill generally depend upon whether disit is to be paid or credited in more than
tled to under the terms of the governingributions of the trust are to be made ihree installments.

instrument or applicable local law. substantially the same manner as if sepa-(c) Shares with multiple beneficiaries
(3) Income in respect of a decedentate trusts had been created. and beneficiaries of multiple share#

This paragraph (b)(3) governs the allo* **** share may be considered as separate

cation of the portion of gross income in- even though more than one beneficiary

cludible in distributable net income thatsL-863(¢)-4 [Redesignated as 81.663(C)-Slhas an interest in it. For example, two

is income in respect of a decedent within par. 6. Section 1.663(c)-4 is redesig2S"eiciaries may have equal, dispropor-

the meaning of section 691(a) and is NG{ated as §1.663(C)-5. gtionate, or indeterminate interests in one

income within the meaning of section par 7. A new §1.663(c)-4 is added Share which is economically separate

643(b). Such gross income is allocateg and independent from another share in

' o ad as follows: which one or more beneficiaries have an

el fre separate shares that could P91.663(c)-4 Applicability of separate; iorest. Moreover, the same person

tentially be funded with these amountgnare ryle to estates and qualified 1eVOCaz - o & beneficiary of th

irrespective of whether the share is enti|q trysts ay be a hene IClary of more than one
i i ' L separate share.

tled to receive any income under the (a) General rule The applicability of p

terms of the governing instrument or aPg,e genarate share rule provided by sec.Par- 8. Newly designated §1.663(c)-5

plicable local law. The amount of Sucr1ion 663(c) to estates and qualified revol—S amended by:

gross income allocated to each share Eible trusts within the meaning of sec- 1. Revising the section heading and
based on the relative value of each sha{ﬁ)n 645(b)(1) will generally dependlntroductory text.

that could potentially be funded withupon whether the governing instrument 2. Redesignating thExampleas Ex-
such amounts. and applicable local law create separa ple 1and, in newly designatdeixam-

(4) Gross income not attributable toeconomic interests in one beneficiary of '€ 1 redesignating paragraphs (a)
cash. This paragraph (b)(4) governs the:|ass of beneficiaries of such estate cEroth (e) as paragraphs (i) through
allocation of the portion of gross incomaryst. Ordinarily, a separate share exis&): FéSPectively.
includible in distributable net incomeif the economic interests of the benefi- 3. Addngxample 2EX&mp|e 3EX'
that is not attributable to cash receive@iary or class of beneficiaries neither af.ample 4 Example 5Examp|e 6Examp|e
by the estate or trust (for example, Origifect nor are affected by the economic in?a Example 8 Example 9 Example 10
nal issue discount, a distributive share qkrests accruing to another beneficiar@ndExample 11
partnership tax items, and the pro ratgr class of beneficiaries. Separate The revisions and additions read as fol-
share of an S corporation’s tax items)shares include, for example, the incom@Ws:

Such gross income is allocated amongn bequeathed property if the recipien$1.663(c)-5 Examples.

the separate shares in the same prop@tthe specific bequest is entitled to such Section 663(c) may be illustrated by
tion as section 643(b) income from thencome and a surviving spouse’s electhe following examples:

same source would be allocated undefye share that under local law is entitled Example 1***

the terms of the governing instrument ofp income and appreciation or deprecia- Example 2(i) Facts Testator, who dies in
applicable local law. tion. Furthermore, a qualified revocableooo, is survived by a spouse and two children.

(5) Deductions and lossesAny de- trust for which an election is made undertestator’s will contains a fractional formula be-
duction or any loss which is applicablesection 645 is always a separate share @fest dividing the residuary estate between the
solely to one separate share of the trust tre estate and may itself contain two Ogurviving spouse and a trust for the benefit of the
estate is not available to any other sharmaore separate shares. Conversely, a géftildren. Under the fractional formula, the marital

January 10, 2000 248 2000-2 |.R.B.



bequest constitutes 60% of the estate and the chdmount needed to reduce the estate taxes to zérast and the separate share for the surviving
dren’s trust constitutes 40% of the estate. Duringnd a bequest of the residuary to the survivingpouse may potentially be funded with the pro-
the year, the executor makes a partial proportiorspouse. The will provides that the bequest to theeeds from the individual retirement account.
ate distribution of $1,000,0000, ($600,000 to thehild’s trust is not entitled to any of the estate’s inTherefore, a portion of the $300,000 gross income
surviving spouse and $400,000 to the children’'some and does not participate in appreciation anust be allocated to the trust's separate share. The
trust) and makes no other distributions. The estatiepreciation in estate assets. During the 2000 taamount allocated to the trust's share must be based
receives dividend income of $20,000, and pays exble year, the estate receives dividend income ofon the relative values of the two separate shares
penses of $8,000 that are deductible on the estat&200,000 and pays expenses of $15,000 that awsing a reasonable and equitable method. The es-
federal income tax return. deductible on the estate’s federal income tax rdate is entitled to a deduction under section 661 for

(ii) Conclusion The fractional formula be- turn. The executor partially funds the child’s trusthe portion of the $900,000 properly allocated to
quests to the surviving spouse and to the childrentsy distributing to it securities that have an adjustethe trust's separate share, and the trust must in-
trust are separate shares. Because Testator's wilisis to the estate of $350,000 and a fair marketude this amount in income under section 662.
provides for fractional formula residuary bequestsyalue of $380,000 on the date of distribution. Asa Example 7(i) Facts Testator, who dies in
the income and any appreciation in the value of theesult of this distribution, the estate realizes long2000, is survived by a spouse and three adult chil-
estate assets are proportionately allocated betwetsrm capital gain of $30,000. dren. Testator’s will divides the residue of the es-
the marital share and the trust’s share. Therefore, (ii) Conclusion. The estate has two separatetate equally among the three children. The surviv-
in determining the distributable net income of eaclshares consisting of a formula pecuniary bequestg spouse files an election under the applicable
share, the income and expenses must be allocatedthe child’s trust and a residuary bequest to thstate's elective share statute. Under this statute, a
60% to the marital share and 40% to the trust'surviving spouse. Because, under the terms of tlsirviving spouse is entitled to one-third of the
share. The distributable net income is $7,20Will, no estate income is allocated to the bequest ecedent’s estate after the payment of debts and
(60% of income less 60% of expenses) for théhe child’s trust, the distributable net income forexpenses. The statute also provides that the sur-
marital share and $4,800 (40% of income less 40%hat trust’'s share is zero. Therefore, with respestiving spouse is not entitled to any of the estate’s
of expenses) for the trust’s share. Because the the $380,000 distribution to the child’s trust, thencome and does not participate in appreciation or
amount distributed in partial satisfaction of eaclestate is allowed no deduction under section 668epreciation of the estate’'s assets. However,
bequest exceeds the distributable net income aihd no amount is included in the trust’s gross inander the statute, the surviving spouse is entitled
each share, the estate’s distribution deductiocome under section 662. Because no distributiorie interest on the elective share from the date of
under section 661 is limited to the sum of the diswere made to the spouse, there is no need to cothe court order directing the payment until the ex-
tributable net income for both shares. The estate mite the distributable net income allocable to thecutor actually makes payment. During the es-
allowed a distribution deduction of $12,000marital share. The taxable income of the estate foate’s 2001 taxable year, the estate distributes to
($7,200 for the marital share and $4,800 for théhe 2000 taxable year is $214,400 ($200,000 (divihe surviving spouse $5,000,000 in partial satisfac-
trust’s share). As a result, the estate has zero tadend income) plus $30,000 (capital gain) minusion of the elective share and pays $200,000 of in-
able income ($20,000 income less $8,000 ex$15,000 (expenses) and minus $600 (personal eterest on the delayed payment of the elective
penses and $12,000 distribution deduction)emption)). share. During that year, the estate receives divi-
Under section 662, the surviving spouse and the Example 5 The facts are the same assixam- dend income of $3,000,000 and pays expenses of
trust must include in gross income $7,200 angle 4, except that during 2000 the estate reports 090,000 that are deductible on the estate’s federal
$4,800, respectivly . its federal income tax return a pro rata share of ancome tax return.

Example 3 The facts are the same asEixam- S corporation’s tax items and a distributive share (ii) Conclusion The estate has four separate
ple 2 except that in 2000 the executor makes thef a partnership’s tax items allocated on Form Kshares consisting of the surviving spouse’s elective
payment to partially fund the children’s trust butls to the estate by the S corporation and by thghare and each of the three children’s residuary be-
makes no payment to the surviving spouse. Theartnership, respectively. Because, under thguests. Because the surviving spouse is not entitled
fiduciary must use a reasonable and equitablerms of the will, no estate income from the S corto any estate income under state law, none of the es-
method to allocate income and expenses to th@oration or the partnership would be allocated ttate’s gross income is allocated to the spouse’s sepa-
trust's share. Therefore, depending on when thihe pecuniary bequest to child’s trust, none of theate share for purposes of determining that share’s
distribution is made to the trust, it may no longetax items attributable to the S corporation stock odistributable net income. Therefore, with respect to
be reasonable or equitable to determine the distrilbhe partnership interest is allocated to the trusthe $5,000,000 distribution, the estate is allowed no
utable net income for the trust's share by allocatseparate share. Therefore, with respect to thdeduction under section 661, and no amount is in-
ing to it 40% of the estate’s income and expense&380,000 distribution to the trust, the estate is akluded in the spouse’s gross income under section
for the year. The computation of the distributabléowed no deduction under section 661, and n662. The $200,000 of interest paid to the spouse
net income for the trust’s share should take intamount is included in the trust's gross incomenust be included in the spouse’s gross income under
consideration that after the partial distribution theunder section 662. section 61. Because no distributions were made to
relative size of the trust’s separate share is reduced Example 6 The facts are the same asEisam- any other beneficiaries during the year, there is no
and the relative size of the spouse’s separate shanle 4 except that during 2000 the estate receivesreed to compute the distributable net income of the
is increased. distribution of $900,000 from the decedent’s indi-other three separate shares. Thus, the taxable in-

Example 4(i) Facts Testator, who dies in vidual retirement account that is included in thecome of the estate for the 2000 taxable year is
2000, is survived by a spouse and one child. Tesstate’s gross income as income in respect of $2,939,400 ($3,000,000 (dividend income) minus
tator’s will provides for a pecuniary formula be-decedent under section 691(a). The entir§60,000 (expenses) and $600 (personal exemption)).
quest to be paid in not more than three install$900,000 is allocated to corpus under applicabl&€he estate’s $200,000 interest payment is a nonde-
ments to a trust for the benefit of the child in thdocal law. Both the separate share for the child’ductible personal interest expense described in sec-
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tion 163(h). and $675,000 (or three-fourths) to B’s share. The adjusted applicable federal short-term, mid-
Example 8 The will of Testator, who dies in  Example 11 The will of Testator, who dies in term, and long-term rates are set forth for the month
2000, directs the executor to distribute the X stocR000, provides that after the payment of specific b January 2000. See Rev. Rul 2000-1, page 250.
and all dividends therefrom to child A and thequests of money, the residue of the estate is to be di-
residue of the estate to child B. The estate has twided equally among the Testator’s three children, . .
separate shares consisting of the income on the X B, and C. The will also provides that during thesectlon 846.—Discounted
stock bequeathed to A and the residue of the estateriod of administration one-half of the incomeUNpaid Losses Defined
bequeathed to B. The bequest of the X stock medt®m the residue is to be paid to a designated charita- The adjusted applicable federal short-term, mid-
the definition of section 663(a)(1) and therefore ible organization. After the specific bequests oferm, and long-term rates are set forth for the month
not a separate share. If any distributions, other thanoney are paid, the estate initially has three equaf January 2000. See Rev. Rul. 2000-1, page 250.
shares of the X stock, are made during the year to eieparate shares. One share is for the benefit of the
ther A or B, then for purposes of determining the diseharitable organization and A, another share is for
tributable net income for the separate shares, grog® benefit of the charitable organization and B, an§ection 1274.—Determination
income attributable to dividends on the X stock mushe last share is for the benefit of the charitable org®df |[ssue Price in the Case of
be allocated to A's separate share and any other inization and C. During the period of administratonCertain Debt Instruments Issued
come must be allocated to B's separate share. payments of income to the charitable organizationfor Property
Example 9 The will of Testator, who dies in are deductible by the estate to the extent provided in
2000, directs the executor to divide the residue cfection 642(c) and are not subject to the distributiogAlso Sections 42, 280G, 382, 412, 467, 468, 482,
the estate equally between Testator’s two children, Arovisions of sections 661 and 662. 483, 642, 807, 846, 1288, 7520, 7872.)
and B. The will directs the executor to fund As Par. 9. Section 1.663(c)-6 is added to
share first with the proceeds of Testator’s individuaread as follows:
retirement account. The date of death value of th1.663(c)-6 Effective dates. he lona-term exemot rate For bUrnoses
estate after the payment of debts, expenses, and esSections 1.663(c)-1 through 1.663(0)-§ 9 P Tor purp
tate taxes is $9,000,000. During 2000, the $900,0a8re applicable for estates and qualified reo-f sgctlons 1274, 1288, 382, and other
. . . s k Section of the Code, tables set forth the
balance in Testator’s individual retirement accounvocable trusts within the meaning of S€Cries for January 2000
is distributed to the estate. The entire $900,000 tson 645(b)(1) with respect to decedents '
allocated to corpus under applicable local law. Thisvho die after December 28, 1999. HowRev. Rul. 2000-1
amount is income in respect of a decedent within thever, for estates and qualified revocable
meaning of section 691(a). The estate has two sef#itiSts with respect to decedents who died This revenue ruling provides various
rate shares, one for the benefit of A and one for thafter the date that section 1307 of the Tagrescribed rates for federal income tax
benefit of B. If any distributions are made to eitheReform Act of 1997 became effective bupurposes for January 2000 (the current
A or B during the year, then, for purposes of detebefore December 28, 1999, the IRS wilmonth.) Table 1 contains the short-term,
mining the distributable net income for each sepsaccept any reasonable interpretation ohid-term, and long-term applicable fed-
rate share, the $900,000 of income in respect ofthe separate share provisions, includingral rates (AFR) for the current month for
decedent must be allocated to A's share. those provisions provided in 1999-11purposes of section 1274(d) of the Inter-
Example 10 The facts are the same a€xam- |.R.B. 41 (see 8601.601(d)(2)(ii)(b) ofnal Revenue Code. Table 2 contains the
ple 9 except that the will directs the executor tathis chapter). For trusts other than qualshort-term, mid-term, and long-term ad-
fund A's share first with X stock valued atfied revocable trusts, §1.663(c)-2 is appusted applicable federal rates (adjusted
$3,000,000, rather than with the proceeds of the iplicable for taxable years of such trust&FR) for the current month for purposes

Federal rates; adjusted federal rates;
adjusted federal long-term rate, and

dividual retirement account. The estate has two sepeginning after December 28, 1999. of section 1288(b). Table 3 sets forth the
arate shares, one for the benefit of A and one for the Robert E. Wenzel, adjusted federal long-term rate and the
benefit of B. If any distributions are made to either Deputy Commissioner of long-term tax-exempt rate described in
A or B during the year, then, for purposes of deter- Internal Revenue. Section 382(f). Table 4 contains the ap-
mining the distributable net income for each sepa- propriate percentages for determining the
rate share, the $900,000 of gross income attributabfspproved December 13, 1999. low-income housing credit described in
to the proceeds from the individual retirement ac- , section 42(b)(2) for buildings placed in
count must be allocated between the two shares to ] ‘]O”a,‘than Talisman, service during the current month. Table 5
the extent that they could potentially be funded with Acting Assistant Secretarycontains the federal rate for determining
those proceeds. The maximum amount of A's share for the Treasury. (he present value of an annuity, an interest
that could potentially be funded with the income in for life or for a term of years, or a remain-

) lSFiIed by the Office of the Federal Register on . .
respect of decedent is $1,500,000 ($4,500,000 value . der or a reversionary interest for purposes
) December 27, 1999, 8:45 a.m., and published in . . .
of share less $3,000,000 to be funded with stock?1 _ _ of section 7520. Finally, Table 6 contains
the issue of the Federal Register for December 2

and the maximum amount of B’s share that could ?he deemed rate of return for transfers
_ o _ 1999, 64 F.R. 72540) .
potentially be funded with income in respect of made during calendar year 2000 to pooled
decedent is $4,500,000. Based upon the relative val- income funds described in § 642(c)(5)
ues of these amounts, the gross income attributable that have been in existence for less than 3
to the proceeds of the individual retirement accou . . taxable years immediately preceding the
is allocated $225,000 (or one-fourth) to A's shar[eE(':‘Ct'on 807.—Rules for Certain taxable year in which the transfer is made.
eserves
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REV. RUL. 2000-1 TABLE 1
Applicable Federal Rates (AFR) for January 2000
Period for Compounding
Annual Semiannual Quarterly Monthly
Short-Term
AFR 5.88% 5.80% 5.76% 5.73%
110% AFR 6.48% 6.38% 6.33% 6.30%
120% AFR 7.08% 6.96% 6.90% 6.86%
130% AFR 7.68% 7.54% 7.47% 7.42%
Mid-Term
AFR 6.21% 6.12% 6.07% 6.04%
110% AFR 6.84% 6.73% 6.67% 6.64%
120% AFR 7.47% 7.34% 7.27% 7.23%
130% AFR 8.12% 7.96% 7.88% 7.83%
150% AFR 9.39% 9.18% 9.08% 9.01%
175% AFR 11.00% 10.71% 10.57% 10.48%
Long-Term
AFR 6.45% 6.35% 6.30% 6.27%
110% AFR 7.11% 6.99% 6.93% 6.89%
120% AFR 7.77% 7.62% 7.55% 7.50%
130% AFR 8.43% 8.26% 8.18% 8.12%
REV. RUL. 2000-1 TABLE 2
Adjusted AFR for January 2000
Period for Compounding
Annual Semiannual Quarterly Monthly
Short-term
adjusted AFR 4.01% 3.97% 3.95% 3.94%
Mid-term
adjusted AFR 4.66% 4.61% 4.58% 4.57%
Long-term
adjusted AFR 5.59% 5.51% 5.47% 5.45%
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REV. RUL. 2000-1 TABLE 3
Rates Under Section 382 for January 2000
Adjusted federal long-term rate for the current month

Long-term tax-exempt rate for ownership changes during the current month (the highest of the
adjusted federal long-term rates for the current month and the prior two months.)

5.59%

5.72%

REV. RUL. 2000-1 TABLE 4

Appropriate Percentages Under Section 42(b)(2)
for January 2000

Appropriate percentage for the 70% present
value low-income housing credit

Appropriate percentage for the 30% present
value low-income housing credit

8.48%

3.64%

REV. RUL. 2000-1 TABLE 5
Rate Under Section 7520 for January 2000
Applicable federal rate for determining the present

value of an annuity, an interest for life or a term
of years, or a remainder or reversionary interest

7.4%

Rev. Rul. 2000-1 TABLE 6
Deemed Rate of Transfers to New Pooled Income Funds During 2000
Deemed rate of return for transfers during 2000 to pooled

income funds that have been in existence for less than 3
taxable years

6.80%
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Section 1288.—Treatment of SUPPLEMENTARY INFORMATION: Explanation of Revisions and
Original Issue Discounts on Tax- Summary of Comments

Exempt Obligations Paperwork Reduction Act 1. Aggregation of deductions from an S

The adjusted applicable federal short-term, mid- The collection of information con- corporation with deductions from other

term, and long-term rates are set forth for the mont{bined in these final regulations has bee?.'OUI’CeS.
of January 2000. See Rev. Rul. 2000-1, page 250. . . i i
uary V. Ru pag reviewed and approved by the Office of The proposed regulations provide that a

Management and Budget in accordancy'areholder of an S corporation must ag-
with the Paperwork Reduction Act ofdregate its separate deductions and exclu-
Section 1366.—Pass-Thru of 1995 (44 U.S.C. 3507) under controfions with the shareholder’s pro rata share

ltems to Shareholders number 1545-1613. Responses to thy the S corporation’s separately stated
collection of information are mandatory, d€ductions or exclusions in determining

An agency may not conduct or sponsthe allowable amount of any deduction or

and a person is not required to respond tt ?(glgf)'gg that is subject to a limitation in

26 CFR 1.1366-1: Shareholder’s share of items of
an S corporation.

T.D. 8852 a collection of information unless the col- . .
lection of information displays a valid "€ Proposed regulations provide an

DEPARTMENT OF THE TREASURY  control number. example of this r_ule for property ex-

Internal Revenue Service The burden for this requirement is rePensed under section 179. A commenta-

tor suggested that the example implies
that a shareholder must expense its pro

1120S, “U.S. Income Tax Return for an %ﬂa share .Of section 1.79 expense from the
Passthrough of Items of an S corporation” corporation before it can expense any

Corporation to its Shareholders Suggestions for reducing this buroler§eparately acqulr_ed. property.
The example is intended to illustrate

AGENCY: Internal Revenue SerViceShou.ld be sgnt o thinternal Revenue that a shareholder may expense only up to

(IRS), Treasur Service Attn: IRS Reports Clearance Of- .
; Y. ficer, OP:FS:FP, Washington, DC 20224the amount allowable under section 179
' e ’ in any given year regardless of whether

the property is owned individually or

R .. Budget, Attn: Desk Officer for the De- . .
SUMMARY: This document contains final artment of the Treasury, Office of Infor_throggh an S cor_poranon. The example is
not intended to imply that a shareholder

regulaﬂons relating to the passthrough ation and Regulatory Affairs, Washing- .
items of an S corporation to its shareholder: . DC 20503 must elect to expense property held in an

the adjustments to the basis of stock of the . . S corporation before it can expense any
shareholders, and the treatment of dismblt'i'oiogfkisn?cr)rrri(;?ir(()jr? ﬁflstltngéorg:;: ggeacéeparately acquired property. However,
tions by an S corporation. Changes to t : once an S corporation elects to expense
. ng as their contents may become mater- .
applicable law were made by the SUbChapt%I in the administration of any internalpr.c’perty under section 179, a shareholder
S Revision Act of 1982, the Tax Reform ACl venue law Generally, tax retums an ill generally elect to expense personal
of 1984, the Tax Reform Act of 1986, thet . f' : ' fidential groperty only to the extent the share-
Technical and Miscellaneous Revenue Act. return information are confidential, %, ;e pro rata share of the corpora-
. fequired by 26 U.S.C. 6103. L :
of 1988, and the Small Business Job Protec- tion’s section 179 expense does not ex-
tion Act of 1996. These regulations providgackground ceed the shareholder’s individual
the public with guidance needed to comply limitation under section 179(b). Accord-
with the applicable law and will affect S cor- This document amends 26 CFR part 1 timgly, no modifications have been made
porations and their shareholders. provide additional rules under sections 13660 the example in the final regulations.
_ 1367, and 1368 relating to the passthrough The commentator also requested that
DATES: Effective Date These regula- of jtems of an S corporation to its shareholcthe final regulations provide additional
tions are effective August 18, 1998. g5 the adjustments to the basis of stock ekamples that illustrate the aggregation of
Applicability Dates For dates of ap- the shareholders, and the treatment of distthe shareholder’s pro rata share of deduc-
plicability, see §1.1366-5, §1.1367-3putions by an S corporation. tions and exclusions from an S corpora-
and §1.1368-4, plus Transition Rule and on August 18, 1998, the IRS publishedion with deductions and exclusions from
Effective Date under in theFederal Register(63 FR 44181), a other sources and the operation of any
SUPPLEMENTARY INFORMATION.  hotice of proposed .rulemak.ing (REG-Iimitations on thc_Jse aggrega}t_ed deduc-
209446-82) regarding sections 1366tions and exclusions. Specifically, the
FOR FURTHER INFORMATION 1367, and 1368. Comments respondingpmmentator requested that the final reg-
CONTACT: Concerning the regulationsto the proposed regulations were redlations include an example in which the
under section 1366, Martin Schafferceived. The public hearing was canceleshareholder’'s aggregate section 179 ex-
Deane M. Burke, or David Shulmanbecause there were no requests to speplenses from several passthrough sources
(202) 622-3070; concerning the regulaAfter considering the comments receivecexceeds the maximum section 179 ex-
tions under sections 1367 and 136&he proposed regulations are adopted agnse allowable. The allocation of the
Brenda Stewart, (202) 622-3120. amended by this Treasury decision. section 179 expense among the various
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sources is more appropriately addressdabe final regulations retain the recharacment limited the items of loss or deduc-
in the regulations under section 179 and terization rules as proposed. tion. Thus, the carryover is not available
beyond the scope of these regulation8. Gross income reporting requirement. to a transferee who acquires the stock
Accordingly, the final regulations do not Section 1366(c), like section 702(c) inwhether by sale, death, gift, or otherwise.

adopt this comment. the partnership context, provides for théccordingly, the final regulations retain
2. Recharacterization of gains and lossepassthrough of gross income to a shar#he rule that disallowed losses and deduc-
at the shareholder level. holder for federal income tax purposesions are nontransferable.

Generally, the items of an S corporaThus, where it is necessary to determine The proposed regulations also provide
tion that are passed through, and reportéde amount or character of the gross irthat if a shareholder transfers all of the
by, a shareholder are characterized at tlteme of a shareholder, the proposed regahareholder’s stock in the corporation,
corporate level in the same manner thaations provide that a shareholder’s grosany disallowed loss or deduction is per-
partnership items are characterized at thiecome includes the shareholder’s pronanently disallowed. A commentator
partnership level. rata share of the gross income of the 8uggested that the final regulations permit

However, the proposed regulations alsocorporation. This amount is the amouna former shareholder of an S corporation
contain exceptions to this general rule foof gross income of the corporation used tavho subsequently reacquires stock in the
contributions of either noncapital gainderive the shareholder’s pro rata share & corporation to utilize the losses and de-
property or capital loss property if an SS corporation taxable income or loss.  ductions previously disallowed to the
corporation is formed or availed of by any A commentator suggested that the rulshareholder.
shareholder or shareholders for a princin the proposed regulations attempts to Losses and deductions that are disal-
pal purpose of selling or exchanging th@arrow the disclosure exception undelowed in any taxable year carry over
property that in the hands of the sharesection 6501(e) by applying a pro ratainder section 1366(d) to the succeeding
holder or shareholders would have proeoncept with respect to a shareholdertaxable year of the corporation with re-
duced a different character of gain or losgross income. The commentator reconspect to a particular shareholder. If a
The character of the gain or loss will benended that the final regulations noshareholder completely terminates its in-
the same as it would have been if thadopt the gross income reporting rules oterest in the corporation, the shareholder
property were in the hands of the sharelternatively, provide a de minimis excepwill not be a shareholder in the succeed-
holder or shareholders at the time of théon to the rule for certain shareholdersng taxable year of the corporation and the
sale or exchange. who own minority interests in an S corpodisallowed losses would not carry over.

Commentators suggested that, in thetion. There is no statutory authority for the car-
absence of a statutory provision like sec- The rule in the proposed regulationgyover of disallowed items if a share-
tion 724 in the partnership context, thgarallels the rules for determining theholder is not a shareholder in the year suc-
IRS lacked the authority to recharacterizamount of gross income reported by aeeding the disallowance. The disallowed
gain or loss at the shareholder levelpartner in a partnership. See sectioitems of loss and deduction are amounts
Thus, the commentators asserted that t7®2(c); §1.702-1(c)(2). Accordingly, that exceed the shareholder’'s economic
final regulations should not adopt thehe final regulations do not adopt thisnvestment in the corporation. Once the
recharacterization rules. suggestion. shareholder terminates its interest in the

Alternatively, the commentators sug-4. Carryover of disallowed losses undecorporation, it is not necessary to preserve
gested limiting the recharacterization ruleection 1366(d). the shareholder’s position in the corpora-
to sales or exchanges occurring within a Section 1366(d) provides that a shargion. Thus, the final regulations do not
specified time period. holder’s disallowed losses and deductionsdopt this commentator’s suggestion.

Unlike the partnership rules, thefor any taxable year shall be treated as i>. Basis in S corporation stock received
recharacterization rules in the proposedurred by the corporation in the succeeds a gift.
regulations are limited to transactions ifng taxable year with respect to that share- Section 1366(d)(1) limits the amount of
which an S corporation is used for a prinholder. The proposed regulations provideorporate losses and deductions that can
cipal purpose of changing the character dhat a shareholder’s losses and deductiopass through to, and be deducted by, a
the gain or loss of contributed propertydisallowed under section 1366(d) are peshareholder to the shareholder’s adjusted
These rules are reasonable approachessianal to the shareholder and cannot in arbasis in the corporation’s stock and debt
remedying any improper attempts to utimanner be transferred to another persoaf the corporation to the shareholder.
lize section 1366(b) to avoid tax. TheA commentator requested that the final The proposed regulations provide that,
length of time between the contribution ofegulations provide an exception to thigor purposes of section 1366(d)(1), a
the property to the S corporation and the &ile for transferees that have an identitghareholder’s basis in stock acquired by
corporation’s sale or exchange of thef investment interest or common basigift is the basis of the stock used for pur-
property will be a factor considered inwith the transferor, such as when stock isoses of determining loss under section
evaluating whether the S corporation wagansferred incident to divorce under sect015. Thus, if the fair market value of the
availed of for a principal purpose oftion 1041. stock exceeds the donor’s adjusted basis
changing the character of the gain or loss. Under section 1366(d), the carryover obn the date of the gift, for purposes of sec-
However, the final regulations do notdisallowed losses and deductions is witkion 1366(d)(1), the adjusted basis of the
adopt any particular time period. Thustespect to the shareholder whose investtock in the hands of the donee is its ad-
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justed basis in the hands of the donotion 355 (or so much of section 356 as Section 1366(f)(3) provides that if
However, if the donor’s adjusted basis imelates to section 355) applies, any disakny tax is imposed under section 1375
the stock exceeds the stock’s fair markdbwed loss or deduction with respect to or a taxable year, each item of passive
value on the date of the gift, for purposeshareholder of the distributing corporainvestment income is reduced by an
of section 1366(d)(1), the adjusted basiSon immediately before the transactioramount which bears the same ratio to
of the stock in the hands of the donee is allocated between the distributing corthe amount of the tax as the amount of
the stock’s fair market value on the datgoration and the controlled corporatiorthe item bears to the total passive invest-
of the gift. with respect to the shareholder. Thenent income for the taxable year.

One commentator argued that th@roposed regulations provide that the A commentator requested guidance in
basis for determining loss under sectioamount of disallowed loss or deductiorthe final regulations on whether the allo-
1015 is applicable only on the disposiallocated to the distributing (or con-cation of any tax imposed under section
tion of the gifted asset. The basis for derolled) corporation with respect to thel375 is made based on the total gross or
termining loss in section 1015 generallyshareholder is an amount that bears thetal net passive investment income.
does not affect the basis for depreciatiosame ratio to each item of disallowedJnder section 1375, the amount of ex-
or the deductibility of net expenses aristoss or deduction as the value of theess passive investment income is allo-
ing out of the use or operation of theshareholder’s stock in the distributingcated to the items of passive investment
gifted asset. (or controlled) corporation bears to thencome based on the net passive invest-

The proposed regulations, howevertotal value of the shareholder’s stock iment income of the corporation. The al-
apply the loss basis rule in section 1018he distributing and controlled corporadocation of the tax imposed on the ex-
not for purposes of determining the detions, in each case as determined immeess passive investment income should
preciable basis of a gifted asset, budiately after the distribution. be similarly allocated. Accordingly, the
rather for purposes of determining the A commentator suggested that théinal regulations clarify that the alloca-
amount of passthrough losses and déerm value as used in the proposed regtion of any tax under section 1375 is
ductions (including depreciation deduciations is ambiguous and that the finabased on the total net passive investment
tions and operating losses) that are ategulations should specifically statancome for the taxable year.
lowable to a shareholder under sectioffair market value.” The commentator8. Accrual of charitable contribution de-
1366. The donee of loss stock canna@lso recommended that because thaductions under section 170(a)(2).
dispose of the stock and recognize theomputation of fair market value intro- The proposed regulations under sec-
loss inherent in the stock on the date afuces a host of valuation issues into thigon 1366 provide that each shareholder
gift. If the donee could use the donor’sransaction, the final regulations shoulanust take into account the shareholder’s
basis to take depreciation deductionpermit an allocation of disallowed lossegro rata share of any charitable contribu-
and operating losses of the S corporand deductions based on the relative ations paid by the corporation during the
tion, the donee in effect would realizgusted bases of the assets of the distrilsorporation’s taxable year. A commen-
the benefit of the loss inherent in thauting and controlled corporations. Fi-tator requested that the final regulations
stock. nally, the commentator requested thatlarify that separately stated items in-

Another commentator agreed that théhe final regulations allow S corpora-clude charitable contributions paid or
basis for determining loss in sectiortions to allocate disallowed losses andeemed to be paid. The commentator
1015 ought to be the basis of giftedleductions to the controlled or distributsuggested that an accrual basis S corpo-
stock for purposes of section 1366ing corporation based upon the source ghtion may elect under section 170(a)(2)
Thus, the final regulations continue tahose losses and deductions. The fin&b treat charitable contributions as paid
provide that for purposes of sectiomregulations permit shareholders to alloin the year prior to the year in which the
1366, the basis of stock acquired by giftate disallowed losses and deductionsharitable contribution is actually paid.
is the basis for determining loss undeaccording to any reasonable method, in- Under section 1363(b), S corporations

section 1015. cluding a method based on the relativgenerally compute their taxable income
6. Allocation of disallowed losses in cerfair market value of the shareholder’sn the same manner as in the case of an
tain corporate separations. stock in the distributing and controlledindividual. However, S corporations are

The proposed regulations providecorporations immediately after the dishot permitted to take charitable contri-
rules for the carryover of disallowedtribution, a method based on the relativbution deductions by virtue of the cross
losses and deductions in the case of camdjusted bases of the assets in the digeference in section 1363(b)(2) to sec-
tain corporate reorganizations. In theributing and controlled corporationstion 703(a)(2). Instead, the deductions
case of an S corporation that transfersimmediately after the distribution, or, infor charitable contributions pass through
part of its assets constituting an activéhe case of losses and deductions clearly the shareholders of the S corporation.
trade or business to another corporatioattributable to either the distributing orindividuals cannot make the election
in a transaction to which sectioncontrolled corporation, a method that alunder section 170(a)(2). Treasury and
368(a)(1)(D) applies, and immediatelylocates such losses and deductions aitie Service believe that an S corporation
thereafter the stock and securities of theordingly. also cannot make the election under sec-
controlled corporation are distributed in7. Allocation of tax on passive investtion 170(a)(2). Accordingly, the final
a distribution or exchange to which secment income under section 1366(f)(3). regulations do not adopt this suggestion.
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9. Treatment of section 108 income  mining Tax Effect of Distribution. ending on the effective date of the final
The regulations enumerate items of Section 1.1368-2 of the proposed regregulations.
income (including tax-exempt income),ulations provides rules for determining gections 1.1367-3 and 1.1368-4 of the
loss, deduction, or credit of an S corpothe source of a distribution made by an §, 4 regulations reflect this comment
ration that must be taken into accountorporation with respect to its stock ang,nq provide that for taxable years begin-
separately by each shareholder pursuatite tax effect of the distribution to thening on or after January 1, 1997, and be-
to section 1366(a)(1)(A). “Tax-exemptshareholders for taxable years of thg, e August 18, 1998, the adjustments to
income” does not include income fromcorporation beginning on or after Au-ihe pasis of a shareholder’s stock and
discharge of indebtedness excludedust 18, 1998. the treatment of distributions by an S
from income under section 108 because One commentator interpretedcorporaﬂon, respectively, must be deter-
such income is not permanently excludi§1.1368-2(a)(5) of the proposed regulamined in a reasonable manner, taking
ble from income in all circumstances intions, which prescribes the order ifpto account the statute and the legisla-
which section 108 applies. One comwhich adjustments are made to the AAAjye history. Return positions consistent
mentator objected to this treatment ofor purposes of determining the sourcgith the final regulations will be consid-
section 108 income, arguing that sucbf a distribution, as providing that thegred reasonable.
income is tax-exempt and that applicaAAA is adjusted in the same order as the
tion of section 108 at the S corporatioradjustments to the basis of a share &fpecjal Analyses
level pursuant to section 108(d)(7)(A)stock under §1.1367-1 of the proposed
does not preclude the pass-through okgulations. The commentator stated |t has been determined that this Trea-
section 108 income. Another commenthat although the Small Business JoByry decision is not a significant regula-
tator, however, agreed with the approacRrotection Act of 1996 (1996 Act) tory action as defined in Executive Order
taken by the regulations. changed the order of the adjustments tp2866. Therefore, a regulatory assess-
Treasury and the Service continue tthe basis of a share of stock, the 199ent is not required. It has also been de-
believe that the absence of a stock basket did not change the order of the adtermined that section 553(b) of the Ad-
increase for income of an S corporatiojustments to the AAA except in situa-ministrative Procedure Act (5 U.S.C.
excluded under section 108(a) is consigions involving a net negative adjustchapter 5) does not apply to these regula-
tent with the legislative history of sec-ment (where the reductions in thejons. Itis hereby certified that the collec-
tion 108 and the specific rules that applyccount for the taxable year exceed thgon of information in these regulations
to the discharge of indebtedness incomecreases for the taxable year). When gj|| not have a significant economic im-
of S corporations. Accordingly, thenet negative adjustment occurs, thgact on a substantial number of small en-
treatment of section 108 income is UNAAA is adjusted to take into accounttties. This certification is based upon the

Changed in the final regulations. distributions before the AAA is adeStedfact that these regu|ati0ns do not impose a
10. Adjustment to Basis of Stock to take into account any net negative ad-gllection of information that is not al-
Section 1367(a) and 81.1367-1 of thgustment. ready required by the underlying statute

proposed regulations prescribe the order Consistent with the comment re-or the current regulations and reflected in
of adjustments required by subchapter &eived, the final regulations make cleathe appropriate forms. Therefore, a Regu-
to the basis of a shareholder’s stock ithat except in situations involving a nefatory Flexibility Analysis under the Reg-
an S corporation and the manner imegative adjustment, the order of adjusilatory Flexibility Act (5 U.S.C. chapter
which those adjustments are made. ments to the AAAis not Changed. Exame) is not required_ Pursuant to section
A commentator suggested that th@les are added to the final regulations t@go5(f) of the Internal Revenue Code, the
final regulations should provide that lifeillustrate the effect of the 1996 Act ONnotice of proposed ru|emaking preceding

insurance premiums on policies ownedhe AAA ordering rules. these regulations was submitted to the
by the S corporation do not affect eithed2. Transition Rule and Effective Datechief Counsel for Advocacy of the Small
a shareholder’s basis in stock/debt or theections 1367 and 1368. Business Administration for comment on

corporation’s accumulated adjustments Sections 1.1367-3 and 1.1368-4 of th@gs impact on small business.

account (AAA). The commentator fur-proposed regulations provide that the

ther suggested that §1.1367-1(c)(2) (reemendments to the final regulation®rafting Information

lating to noncapital, nondeductible ex-under section 1367 and 1368 apply only

penses) be amended to make specitl taxable years of the corporation be- The principal authors of these final

provision for accounts receivable wheminning on or after August 18, 1998.  regulations are Terri A. Belanger, Deane

debt is restored. Commentators suggested that becausé Burke, and Brenda Stewart of the
Because these comments relate thhe amendments to sections 1367 an@ffice of Chief Counsel (Passthroughs

provisions in §1.1367-1 that were notl368 under the 1996 Act are effectivand Special Industries), Internal Rev-

affected by the amendments containefbr taxable years beginning after Deenue Service. However, other personnel

in the proposed regulations, the comeember 31, 1996, the final regulationsrom the IRS and Treasury Department

ments are not reflected in the final regushould be effective, at least on an ele@articipated in their development.

lations. tive basis, for the period beginning from

11. Adjustments Required Before Deterthe effective date of the 1996 Act and * ok ok ok
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Adoption of Amendments to the allocated to each item. end of the taxable year of the corporation,

Regulations (5) Nontransferability of losses and dethe shareholder’s pro rata share of these
i ductions. items is taken into account on the share-
Accordingly, 26 CFR parts 1 and 6024 gagjs of stock acquired by gift. holder's final return. For the limitation
are amended as follows: (b) Special rules for carryover of disal-on allowance of a shareholder’s pro rata
PART 1—INCOME TAXES lowed losses and deductions to post-teshare of S corporation losses or deduc-
mination transition period described irtions, see section 1366(d) and §1.1366-2.
Paragraph 1. The authority citation fosection 1377(b). (2) Separately stated items of income,
part 1 continues to read in part as follows1) In general. loss, deduction, or creditEach share-
Authority: 26 U.S.C. 7805 * * * (2) Limitation on losses and deductions. holder must take into account separately
Par. 2. Sections 1.1366-0 and 1.1366B) Limitation on losses and deductionshe shareholder’s pro rata share of any
are added, 81.1366-2 is revised, angllocated to each item. item of income (including tax-exempt in-
§81.1366-3 through 1.1366-5 are added {@) Adjustment to the basis of stock. ~ come), loss, deduction, or credit of the S
read as follows: (c) Carryover of disallowed losses andorporation that if separately taken into
§1.1366-0 Table of contents. deductions in the case of liquidations, reaccount by any shareholder could affect
The following table of contents is pro-grganizations, and divisions. the shareholder’s tax liability for that tax-
vided to facilitate the use of §81.1366-¥1) Liquidations and reorganizations.  able year differently than if the share-
through 1.1366-5: (2) Corporate separations to which sedwolder did not take the item into account
§1.1366-1 Shareholder's share of itemgon 368(a)(1)(D) applies. separately. The s_eparately stated items of
of an S corporation. ) _the S corporat|on_ mc_lude, but are not lim-
81.1366-3 Treatment of family groups. ited to, the following items—
() Determination of shareholder’s tax lixg) In general. (i) The cotporation’s combined net
ability. (b) Examples. amount of gains ar_1d losses from sales or
(1) In general. exchanges of capital assets grouped by
(2) Separately stated items of income§1.1366-4 Special rules limiting theapplicable holding periods, by applicable
loss, deduction, or credit. passthrough of certain items of an S corate of tax under section 1(h), and by any
(3) Nonseparately computed income gporation to its shareholders. other classification that may be relevant
loss. . . . in determining the shareholder’s tax lia-
(4) Separate activities requirement. (a) Passthrough inapplicable to sectiopjir, .
(5) Aggregation of deductions or exclu-34 credit. (i) The corporation’s combined net
sions for purposes of limitations. (b) Reduction in passthrough for tax imymqunt of gains and losses from sales or
(b) Character of items constituting prd®©S€d on built-in gains. exchanges of property described in sec-

rata share.
(1) In general.

tion 1231 (relating to property used in the

(c) Reduction in passthrough for tax im g '
trade or business and involuntary conver-

posed on excess net passive income.

(2) Exception for contribution of noncap- sions), grouped by applicable holding pe-
ital gain property. 81.1366-5 Effective date. §1.1366-iods, by applicable rate of tax under sec-
(3) Exception for contribution of capital Shareholder’s share of items of an S cotion 1(h), and by any other classification
loss property. poration. that may be relevant in determining the
(c) Gross income of a shareholder. (a) Determination of shareholder’s taxshareholder’s tax liability;

(1) In general. liability—(1) In general. An S corpora- (i) Charitable contributions, grouped
(2) Gross income for substantial omistion must report, and a shareholder is rdvy the percentage limitations of section
sion of items. quired to take into account in the sharet70(b), paid by the corporation within the
(d) Shareholders holding stock subject taolder’s return, the shareholder’s pro rattaxable year of the corporation;
community property laws. share, whether or not distributed, of the S (iv) The taxes described in section 901
(e) Netoperating loss deduction of shargorporation’s items of income, loss, dethat have been paid (or accrued) by the
holder of S corporation. duction, or credit described in paragraphsorporation to foreign countries or to pos-
(f) Cross-reference. (a)(2), (3), and (4) of this section. Asessions of the UniteSitates;

§1.1366-2 Limitations on deduction Ofshareholder’s pro rata share is determined (v) Each of the corporation’s separate
paésthrough items of an S corporation t&')n accordance with the provisions of secitems involved in the determination of
its shareholders tion 1377(a) and the regulations thereurcredits against tax allowable under part

der. The shareholder takes these itenh¥ of subchapter A (section 21 and fol-

(@) In general. into account in determining the sharelowing) of the Internal Revenue Code,
(1) Limitation on losses and deductions. holder’s taxable income and tax liabilityexcept for any credit allowed under sec-
(2) Carryover of disallowance. for the shareholder’s taxable year with otion 34 (relating to certain uses of gaso-
(3) Basis limitation amount. within which the taxable year of the cordine and special fuels);

(i) Stock portion. poration ends. If the shareholder dies (or (vi) Each of the corporation’s separate
(i) Indebtedness portion. if the shareholder is an estate or trust antems of gains and losses from wagering

(4) Limitation on losses and deductionshe estate or trust terminates) before theansactions (section 165(d)); soil and
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water conservation expenditures (se@ro rata share of an S corporation’s itemganization qualifying under section
tion 175); deduction under an election t@f income, loss, deduction, or credit de170(b)(1)(A), a shareholder’s pro rata
expense certain depreciable business eseribed in paragraphs (a)(2) and (3) of thishare of the S corporation’s charitable
penses (section 179); medical, dentagection for each of the corporation’s activeontribution will be characterized as
etc., expenses (section 213); the addities as defined in section 469 and the regrade to an organization qualifying under
tional itemized deductions for individu- ulations thereunder. section 170(b)(1)(A).

als provided in part VIl of subchapter B (5) Aggregation of deductions or exclu- (2) Exception for contribution of non-
(section 212 and following) of the Inter-sions for purposes of limitations(i) In capital gain property If an S corporation
nal Revenue Code; and any other itengeneral. A shareholder aggregates thes formed or availed of by any shareholder
ized deductions for which the limita-shareholder’s separate deductions or er+r group of shareholders for a principal
tions on itemized deductions undeclusions with the shareholder’s pro ratgpurpose of selling or exchanging con-
sections 67 or 68 applies; share of the S corporation’s separateliyibuted property that in the hands of the

(vii) Any of the corporation’s items of stated deductions or exclusions in deteshareholder or shareholders would not
portfolio income or loss, and expenses renining the amount of any deduction ohave produced capital gain if sold or ex-
lated thereto, as defined in the regulationsxclusion allowable to the shareholdechanged by the shareholder or sharehold-
under section 469; under subtitle A of the Internal Revenueers, then the gain on the sale or exchange

(viii) The corporation’s tax-exempt in- Code as to which a limitation is imposed.of the property recognized by the corpora-
come. For purposes of subchapter S, tax- (i) Example The provisions of para- tion is not treated as a capital gain.
exempt income is income that is permagraph (a)(5)(i) of this section are illus- (3) Exception for contribution of cap-
nently excludible from gross income in alltrated by the following example: ital loss property.If an S corporation is
circumstances in which the applicable Example In 1999, Corporation M, a calendarformed or availed of by any shareholder
provision of the Internal Revenue Codgear S corporation, purchases and places in servieg group of shareholders for a principal
applies. For example, income that is exsection 179 property costing $10,000. Corporatiopurpose of selling or exchanging con-
cludible from gross income under sectiom elects to expense the entire cost of the propertitibuted property that in the hands of the
101 (certain death benefits) or section 108hareholder A owns 50 percent of the stock of Coishareholder or shareholders would have
(interest on state and local bonds) is taxoration M. Shareholder As pro rata share of thiproduced capital loss if sold or ex-
exempt income, while income that is exitem after Corporation M applies the section 179(bthanged by the shareholder or share-
cludible from gross income under sectiommitations is $5,000. Because the aggregate amouholders, then the loss on the sale or ex-
108 (income from discharge of indebtedef Shareholder As pro rata share and separately achange of the property recognized by
ness) or section 109 (improvements byuired section 179 expense may not exceed $19,0bhe corporation is treated as a capital
lessee on lessor’s property) is not tax-eXthe aggregate maximum cost that may be taken intoss to the extent that, immediately be-
empt income; account under section 179(a) for the applicable tafore the contribution, the adjusted basis

(ixX) The corporation’s adjustments de-able year), Shareholder A may elect to expense up @f the property in the hands of the share-
scribed in sections 56 and 58, and itenm 4,000 of separately acquired section 179 propertyolder or shareholders exceeded the fair
of tax preference described in section 5#hat is purchased and placed in service in 1999, sumarket value of the property.
and ject to the limitations of section 179(b). (c) Gross income of a shareholdef1)

(x) Any item identified in guidance (in- (b) Character of items constituting proln generd. Where it is necessary to de-
cluding forms and instructions) issued byata share—(1) In general Except as termine the amount or character of the
the Commissioner as an item required tprovided in paragraph (b)(2) or (3) of thiggross income of a shareholder, the share-
be separately stated under this paragragkction, the character of any item of inholder’s gross income includes the share-
@)(2). come, loss, deduction, or credit describedolder’s pro rata share of the gross in-

(3) Nonseparately computed income om section 1366(a)(1)(A) or (B) and paracome of the S corporation. The
loss. Each shareholder must take into aggraph (a) of this section is determined foshareholder’s pro rata share of the gross
count separately the shareholder’s prthe S corporation and retains that charagacome of the S corporation is the amount
rata share of the nonseparately computeer in the hands of the shareholder. Faf gross income of the corporation used in
income or loss of the S corporation. Foexample, if an S corporation has capitaderiving the shareholder’s pro rata share
this purpose, nonseparately computed imain on the sale or exchange of a capitaf S corporation taxable income or loss
come or loss means the corporation’asset, a shareholder’s pro rata share @ihcluding items described in section
gross income less the deductions allowethat gain will also be characterized as &366(a)(1)(A) or (B) and paragraph (a) of
to the corporation under chapter 1 of theapital gain regardless of whether théhis section). For example, a shareholder
Internal Revenue Code, determined bghareholder is otherwise a dealer in thas required to include the shareholder’s
excluding any item requiring separateaype of property. Similarly, if an S corpo-pro rata share of S corporation gross in-
computation under paragraph (a)(2) ofation engages in an activity that is not focome in computing the shareholder’s
this section. profit (as defined in section 183), a sharegross income for the purposes of deter-

(4) Separate activities requiremenAn holder’s pro rata share of the S corporanining the necessity of filing a return
S corporation must report, and eaclion’s deductions will be characterized agsection 6012(a)) and the shareholder’s
shareholder must take into account in theot for profit. Also, if an S corporation gross income derived from farming (sec-
shareholder’s return, the shareholder’makes a charitable contribution to an ortions 175 and 6654(i)).
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(2) Gross income for substantial omis-sources and any other sources), the shathis section (limiting losses and deduc-
sion of items—(i) In general. For pur- holder separately takes into account thigons) by taking into account only in-
poses of determining the applicability ofshareholder’s pro rata share of the deducreases in basis under section 1367(a)(1)
the 6- year period of limitation on assesgions of the corporation that are not attribfor the taxable year and decreases in basis
ment and collection provided in sectiorutable to a trade or business and combinasder section 1367(a)(2)(A), (D) and (E)
6501(e) (relating to omission of morethis amount with the shareholder’s non{relating to distributions, noncapital,
than 25 percent of gross income), a sharbusiness deductions from any othenondeductible expenses, and certain oil
holder’s gross income includes the sharesources. The shareholder also separatend gas depletion deductions) for the tax-
holder’s pro rata share of S corporatiomakes into account the shareholder’s prable year. In so determining this loss lim-
gross income (as described in sectiorata share of the gross income of the coitation amount, the shareholder disregards
6501(e)(1)(A)(i)). In this respect, theporation not derived from a trade or busidecreases in basis under section
amount of S corporation gross income&ess and combines this amount with th&367(a)(2)(B) and (C) (for losses and de-
used in deriving the shareholder’s pro ratahareholder’s nonbusiness income frorductions, including losses and deductions
share of any item of S corporation in-all other sources. See section 172 and tipeeviously disallowed) for the taxable
come, loss, deduction, or credit (as inregulations thereunder. year. However, if the shareholder has in
cluded or disclosed in the shareholder’s (f) Cross-reference For rules relating effect for the taxable year an election
return) is considered as an amount db the consistent tax treatment of subchapmder §81.1367-1(g) to decrease basis by
gross income stated in the shareholdertsr S items, see section 6037(c). items of loss and deduction prior to de-
return for purposes of section 6501(e). 81.1366-2 Limitations on deduction oftreasing basis by noncapital, nonde-

(i) Example The following example passthrough items of an S corporation taluctible expenses and certain oil and gas
illustrates the provisions of paragraphts shareholders. depletion deductions, the shareholder also
(c)(2)(i) of this section: (a) In general—(1) Limitation on disregards decreases in basis under sec-

Example. Shareholder A, an individual, owns 25l0sses and deductionsThe aggregate tion 1367(a)(2)(D) and (E). This basis
percent of the stock of Corporation N, an S corporamount of losses and deductions takdimmitation amount for stock is determined
tion that has $10,000 gross income and $2,000 taxaleto account by a shareholder undeat the time prescribed under §1.1367-
income. A reports only $300 as As pro rata share ¢1.1366-1(a)(2), (3), and (4) for any tax41(d)(1) for adjustments to the basis of
N’s taxable income. A should have reported $500 e8ble year of an S corporation cannot exstock.

As pro rata share of taxable income, derived from Aceed the sum of— (ii) Indebtedness portion A share-

pro rata share, $2,500, of N's gross income. Because (i) The adjusted basis of the shareholder determines the shareholder’s ad-
As return included only $300 without a disclosureholder’s stock in the corporation (as dejusted basis in indebtedness of the corpo-
meeting the requirements of section 6501(e)(1)(A)(ifermined under paragraph (a)(3)(i) of thisation for purposes of paragraphs
describing the difference of $200, A is regarded asection); and (@)(1)(ii) and (2) of this section (limiting
having reported on the return only $1,500 ($300/$500 (ii) The adjusted basis of any indebtedlosses and deductions) without regard to
of $2,500) as gross income from N. ness of the corporation to the shareholdemy adjustment under section

(d) Shareholders holding stock subjecfas determined under paragraph (a)(3)(i367(b)(2)(A) for the taxable year. This
to community property lawslf a share- of this section). basis limitation amount for indebtedness
holder holds S corporation stock that is (2) Carryover of disallowance.A is determined at the time prescribed under
community property, then the shareshareholder’s aggregate amount of loss&4.1367-2(d)(1) for adjustments to the
holder’s pro rata share of any item oand deductions for a taxable year in exsasis of indebtedness.
items listed in paragraphs (a)(2), (3), andess of the sum of the adjusted basis of (4) Limitation on losses and deductions
(4) of this section with respect to thathe shareholder’s stock in an S corporallocated to each itemlf a shareholder’s
stock is reported by the husband and wifgon and of any indebtedness of the S copro rata share of the aggregate amount of
in accordance with community propertyporation to the shareholder is not allowetbsses and deductions specified in
rules. for the taxable year. However, any disalg§1.1366-1(a)(2), (3), and (4) exceeds the

(e) Net operating loss deduction oflowed loss or deduction retains its characsum of the adjusted basis of the share-
shareholder of S corporationFor pur- ter and is treated as incurred by the corptrolder’s stock in the corporation (deter-
poses of determining a net operating logstion in the corporation’s first succeedingnined in accordance with paragraph
deduction under section 172, a shardaxable year, and subsequent taxabl@)(3)(i) of this section) and the adjusted
holder of an S corporation must take intgears, with respect to the shareholder. Fbasis of any indebtedness of the corpora-
account the shareholder’s pro rata shareles on determining the adjusted bases tbn to the shareholder (determined in ac-
of items of income, loss, deduction, ostock of an S corporation and indebtedeordance with paragraph (a)(3)(ii) of this
credit of the corporation. See sectiomess of the corporation to the shareholdesection), then the limitation on losses and
1366(b) and paragraph (b) of this sectioree paragraphs (a)(3)(i) and (ii) of thigleductions under section 1366(d)(1) must
for rules on determining the character o$ection. be allocated among the shareholder’s pro
the items. In determining under section (3) Basis limitation amourt(i) rata share of each loss or deduction. The
172(d)(4) the nonbusiness deductions aBtock portion A shareholder generally amount of the limitation allocated to any
lowable to a shareholder of an S corporadetermines the adjusted basis of stock fdmss or deduction is an amount that bears
tion (arising from both corporation purposes of paragraphs (a)(1)(i) and (2) dhe same ratio to the amount of the limita-
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tion as the loss or deduction bears to thender paragraph (b)(4) of this section. Ifion. Where the acquiring corporation is a
total of the losses and deductions. Fa shareholder disposes of a share of sto€k corporation, a post-termination transi-
this purpose, the total of losses and deior to the close of the last day of thdion period arises the day after the last day
ductions for the taxable year is the sum giost-termination transition period, the adthat an S corporation was in existence and
the shareholder’s pro rata share of loss@ssted basis of that share is its basis as tife rules provided in paragraph (b) of this
and deductions for the taxable year, antthe close of the day of disposition. Anysection apply with respect to any share-
the losses and deductions disallowed andsses and deductions in excess of laolder of the acquired S corporation that
carried forward from prior years pursuanshareholder’s adjusted stock basis are pas- also a shareholder of the acquiring C
to section 1366(d)(2). manently disallowed. For purposes otorporation after the transaction. See the

(5) Nontransferability of losses and de-section 1366(d)(3)(B) and this paragrapBpecial rules under section 1377 for the
ductions. Any loss or deduction disal- (b)(2), the basis of stock in a corporatiorvailability of the post-termination transi-
lowed under paragraph (a)(1) of this se@cquired by gift is the basis of the stockion period if the acquiring corporation is
tion is personal to the shareholder anthat is used for purposes of determining C corporation.
cannot in any manner be transferred to atess under section 1015(a). (2) Corporate separations to which
other person. If a shareholder transfers (3) Limitation on losses and deductionsection 368(a)(1)(D) applieslf an S cor-
some but not all of the shareholder’s stocéllocated to each itemlf the aggregate poration transfers a portion of its assets
in the corporation, the amount of any disamount of losses and deductions treatembnstituting an active trade or business to
allowed loss or deduction under this seas incurred by the shareholder under paranother corporation in a transaction to
tion is not reduced and the transferee dogsaph (b)(1) of this section exceeds thehich section 368(a)(1)(D) applies, and
not acquire any portion of the disallowedadjusted basis of the shareholder’s stodknmediately thereafter the stock and se-
loss or deduction. If a shareholder transdetermined under paragraph (b)(2) of thisurities of the controlled corporation are
fers all of the shareholder’s stock in theection, the limitation on losses and dedistributed in a distribution or exchange
corporation, any disallowed loss or deductions under section 1366(d)(3)(B}o which section 355 (or so much of sec-
duction is permanently disallowed. must be allocated among each loss or déen 356 as relates to section 355) applies,

(6) Basis of stock acquired by gifEor duction. The amount of the limitation al-any loss or deduction disallowed under
purposes of section 1366(d)(1)(A) andocated to each loss or deduction is aparagraph (a) of this section with respect
paragraphs (a)(1)(i) and (2) of this secamount that bears the same ratio to the a shareholder of the distributing S cor-
tion, the basis of stock in a corporatioramount of the limitation as the amount oporation immediately before the transac-
acquired by gift is the basis of the stoclkeach loss or deduction bears to the total tibn is allocated between the distributing
that is used for purposes of determiningll the losses and deductions. corporation and the controlled corpora-
loss under section 1015(a). (4) Adjustment to the basis of stocktion with respect to the shareholder. Such

(b) Special rules for carryover of disal- The shareholder’s basis in the stock of thallocation shall be made according to any
lowed losses and deductions to post-tecorporation is reduced by the amount akeasonable method, including a method
mination transition period described inlowed as a deduction by reason of thibased on the relative fair market value of
section 1377(B}(1) In general If, for paragraph (b). For rules regarding adjusthe shareholder’s stock in the distributing
the last taxable year of a corporation foments to the basis of a shareholder’s sto@nd controlled corporations immediately
which it was an S corporation, a loss oin an S corporation, see §1.1367-1. after the distribution, a method based on
deduction was disallowed to a share- (c) Carryover of disallowed losses andthe relative adjusted basis of the assets in
holder by reason of the limitation in paradeductions in the case of liquidations, rethe distributing and controlled corpora-
graph (a) of this section, the loss or desrganizations, and divisiors(1) Liqui- tions immediately after the distribution,
duction is treated under sectiordations and reorganizationdf a corpora- or, in the case of losses and deductions
1366(d)(3) as incurred by that shareholddion acquires the assets of an 8learly attributable to either the distribut-
on the last day of any post-terminatiorcorporation in a transaction to which secing or controlled corporation, any method
transition period (within the meaning oftion 381(a) applies, any loss or deductiothat allocates such losses and deductions
section 1377(b)). disallowed under paragraph (a) of thisccordingly.

(2) Limitation on losses and deduc-section with respect to a shareholder 1.1366-3 Treatment of family groups.
tions The aggregate amount of lossethe distributor or transferor S corporation (@) In general. Under section 1366(e),
and deductions taken into account by & available to that shareholder as a sharié-an individual, who is a member of the
shareholder under paragraph (b)(1) of thisolder of the acquiring corporation.family of one or more shareholders of an
section cannot exceed the adjusted basitius, where the acquiring corporation i§ corporation, renders services for, or fur-
of the shareholder’s stock in the corporaan S corporation, a loss or deduction of aishes capital to, the corporation without
tion determined at the close of the last daghareholder of the distributor or transferoreceiving reasonable compensation, the
of the post-termination transition period.S corporation disallowed prior to or dur-Commissioner shall prescribe adjust-
For this purpose, the adjusted basis of iag the taxable year of the transaction iments to those items taken into account
shareholder’s stock in the corporation isreated as incurred by the acquiring S coby the individual and the shareholders as
determined at the close of the last day gforation with respect to that shareholdemay be necessary to reflect the value of
the post-termination transition periodif the shareholder is a shareholder of thihe services rendered or capital furnished.
without regard to any reduction requiredacquiring S corporation after the transad-or these purposes, in determining the
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reasonable value for services rendered, dered to the corporation, the Internal Revenue Sening on or after

capital furnished, to the corporation, convice, in its discretion, may make adjustments tgAugust 18, 1998.

sideration will be given to all the facts andhose items taken into account by the partnershifg) Elective ordering rule.

circumstances, including the amount thagnd the corporation as may be necessary to refleft) Examples.

ordinarily would be paid in order to ob-the value of the services rendered. (i) [Reserved]

tain comparable services or capital from §1.1366-4 Special rules limiting the(j) Adjustments for items of income in re-
person (other than a member of the fanpassthrough of certain items of an S corspect of a decedent.

ily) who is not a shareholder in the corpoporation to its shareholders. ok Rk

ration. In addition, for purposes of sec- () Passthrough inapplicable to section Par. 4. Section 1.1367-1 is amended as
tion 1366(e), if a member of the family of34 credit. Section 1.1366-1(a) does nofollows:

one or more shareholders of the S corp@pply to any credit allowable under sec- 1. The paragraph heading and intro-
ration holds an interest in a passthroughion 34 (relating to certain uses of gasoductory text of paragraph () are revised.
entity (e.g., a partnership, S corporatioriine and special fuels). 2. Paragraphs (f) and (g) are redesig-
trust, or estate), that performs services for, (b) Reduction in passthrough for taxnated as paragraphs (g) and (h), respec-
or furnishes capital to, the S corporatiofimposed on built-in gainsFor purposes tively.

without receiving reasonable compens&f 81.1366-1(a), if for any taxable year of 3. New paragraph (f) is added.

tion, the Commissioner shall prescribéhe S corporation a tax is imposed on the 4. The first and second sentences of
adjustments to the passthrough entity argprporation under section 1374, thewewly designated paragraph (g) are re-
the corporation as may be necessary to ramount of the tax imposed is treated asased.

flect the value of the services rendered dess sustained by the S corporation during 5. Newly designated paragraph (h) is
capital furnished. For purposes of sectiothe taxable year. The character of thamended as follows:

1366(e), the ternfiamily of any share- deemed loss is determined by allocating a. The heading foExample lis re-
holder includes only the shareholder’éhe loss proportionately among the nefised.

spouse, ancestors, lineal descendants, digg¢ognized built-in gains giving rise to the b, Example 2andExample 3are redes-
any trust for the primary benefit of any oftax and attributing the character of eaclynated asExample 3andExample 4re-

these persons. net recognized built-in gain to the allocaspectively.

(b) Examples. The provisions of this ble portion of the loss. c. NewExample 4s added.
section may be illustrated by the follow- () Reduction in passthrough for tax d. The heading of newly designated
ing examples: imposed on excess net passive incomexample 4s revised.

Example 1 The stock of an S corporation isFOr purposes of §1.1366-1(a), if for any e. Example Ss added.
owned 50 percent by F and 50 percent by T, thtaxable year of the S corporation a tax is 6. Paragraph (i) is added and reserved
minor son of F. For the taxable year, the corporatiohnposed on the corporation under sectioand paragraph (j) is added.
has items of taxable income equal to $70,000. Cord-375, each item of passive investment in- The additions and revisions read as fol-
pensation of $10,000 is paid by the corporation to €0me shall be reduced by an amount thgws:
for services rendered during the taxable year, and i2ars the same ratio to the amount of trg1.1367-1 Adjustments to basis of share-
compensation is paid to T, who rendered no servicelaX as the amount of the item bears to thsolder’s stock in an S corporation.
Based on all the relevant facts and circumstanceftal net passive investment income for * * *
reasonable compensation for the services rendertiaat taxable year. (e) Ordering rules for taxable years be-
by F would be $30,000. In the discretion of the In81.1366-5 Effective date. ginning before January 1, 1997 or any
ternal Revenue Service, up to an additional $20,000 Sections 1.1366-1 through 1.1366-4axable year of a corporation beginning
of the $70,000 of the corporation’s taxable income2Pply to taxable years of an S corporatiopefore January 1, 1997, except as pro-
for tax purposes, may be allocated to F as compendd€ginning on or after August 18, 1998. vided in paragraph (g) of this section, the
tion for services rendered. If the Internal Revenue Par. 3. Section 1.1367-0 is amended iadjustments required by section 1367(a)

Service allocates $20,000 of the corporation’s taxhe table as follows: are made in the following order—

able income to F as compensation for services, tax- 1. The entries for §1.1367-1(e) through * * * x

able income of the corporation would be reduced b(Q) are revised. (f) Ordering rules for taxable years be-

$20,000 to $50,000, of which F and Teachwould be 2. The entries for §1.1367-1(h)ginning on or after August 18, 199&or

allocated $25,000. F would have $30,000 of totdhrough (j) are added. any taxable year of a corporation begin-

compensation paid by the corporation for services 1he additions and revisions read as fohing on or after August 18, 1998, except

rendered. lows: as provided in paragraph (g) of this sec-
Example 2 The stock of an S corporation is 81.1367-0 Table of contents. tion, the adjustments required by section

* k k k%

owned by Aand B. For the taxable year, the corpc- 1367(a) are made in the following
ration has paid compensation to a partnership th&1.1367-1 Adjustments to basis of shareyrder—

rendered services to the corporation during the tafiolder’s stock in an S corporation. (1) Any increase in basis attributable to
able year. The spouse of A is a partner in that parf-* ** * the income items described in section
nership. Consequently, if based on all the relevaf€) Ordering rules for taxable years begint367(a)(1)(A) and (B), and the excess of
facts and circumstances the partnership did not réing before January 1, 1997. the deductions for depletion described in
ceive reasonable compensation for the services re(f) Ordering rules for taxable years beginsection 1367(a)(1)(C);
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(2) Any decrease in basis attributable t8003, A has a basis of $3 per share in the origingpect of a decedent. For the determina-
a distribution by the corporation de-block of 50 shares ($6 + $3 - $1 - $2 - $3) and #on of items realized by an S corporation

scribed in section 1367(a)(2)(A); basis of $5 per share in the second block of 10gonstituting income in respect of a dece-
(3) Any decrease in basis attributablehares ($8 + $3 - $1 - $2 - $3). dent, see sections 1367(b)(4)(A) and 691
to noncapital, nondeductible expenses d&-* ** * and applicable regulations thereunder.

scribed in section 1367(a)(2)(D), and the Example 4. Effects of section 1377(a)(2) electiofor the determination of the allowance of
oil and gas depletion deduction describeahd distribution on basis of stock for taxable yearq deduction for the amount of estate tax
in section 1367(a)(2)(E); and beginning before January 1, 1997 * attributable to income in respect of a
(4) Any decrease in basis attributable to Example 5. Effects of section 1377(a)(2) electiodecedent, see section 691(c) and applica-
items of loss or deduction described imnd distribution on basis of stock for taxable yearple regulations thereunder.
section 1367(a)(2)(B) and (C). beginning on or after August 18, 1998) The facts Par. 5. §1.1367-3 is revised to read as
(9) Elective ordering rule.A share- are the same as Example 4 except that all of the follows:
holder may elect to decrease basis undevents occur in 2001 rather than in 1994 and exceftl.1367-3 Effective date and transition
paragraph (e)(3) or (f)(4) of this sectionas follows: On June 30, 2001, B sells 25 shares ¢fjle.
whichever applies, prior to decreasingper stock for $5,000 to D and 25 shares back to Cor- Except for §1.1367-1(f), (Hixample 2
basis under paragraph (e)(2) or (f)(3) oforation S for $5,000. Under section 1377(a)(2)(Band Example 5 and (j), 881.1367-1 and
this section, whichever applies. If aand §1.1377-1(b)(2), B and C are affected sharet.1367-2 apply to taxable years of the
shareholder makes this election, anfolders because B has transferred shares to Corpogrporation beginning on or after January
amount described in paragraph (e)(2) dgron S. Pursuant to section 1377(a)(2)(A) and,, 1994. Section 1.1367-1(f), (Exam-
(H(3) of this section, whichever applies81.1377-1(b)(1), B and C, the affected shareholderple 2andExample 5and (j) apply only to
that is in excess of the shareholder’s bas#sd Corporation S agree to treat the taxable yegaxable years of the corporation beginning
in stock and indebtedness is treate@p01 as if it consisted of two separate taxable yeagn or after August 18, 1998. For taxable
solely for purposes of this section, as afer all affected shareholders for the purposes sgtears beginning before January 1, 1994,
amount described in paragraph (e)(2) dprthin §1.1377-1(b)(3)(i). and taxable years beginning on or after
(f)(3) of this section, whichever applies, (i) On June 30, 2001, B and C, pursuant to thdanuary 1, 1997, and before August 18,
in the succeeding taxable year. * ** ordering rules of paragraph (f)(1) of this section, in1998, the basis of a shareholder’s stock
(h) * kK crease the basis of each share by $60 ($6,000/189ust be determined in a reasonable man-
Example 1. Adjustments to basis of stock for taxshares) for the nonseparately computed incom@er, taking into account the statute and
able years beginning before January 1, 1997* Then B and C reduce the basis of each share by $1ffyislative history. Except for §1.1367-
Example 2. Adjustments to basis of stock for tax$12,000/100 shares) for the distribution. Finally, Bl (f), (h) Example 2and Example 5 and
able years beginning on or after August 18, 1498. and C decrease the basis of each share by $¢f), return positions consistent with
On December 31, 2001, A owns a block of 50 shard$4,000/100 shares) for the separately stated dedu§§1.1367-1 and 1.1367-2 are reasonable
of stock with an adjusted basis per share of $6 ifon item. for taxable years beginning before Janu-
Corporation S. On December 31, 2001, A purchases (iii) The basis of the stock of B is reduced fromary 1, 1994. Return positions consistent
for $400 an additional block of 50 shares of stock120 to $20 per share ($120 + $60 - $120 - $40Wwith §1.1367-1(f), (hExample 2andEx-
with an adjusted basis of $8 per share. Thus, Rrior to accounting for the separately stated dedugmple 5 and (j) are reasonable for taxable
holds 100 shares of stock for each day of the 200%n item, the basis of the stock of C is reduced fronyears beginning on or after January 1,
taxable year. For S's 2002 taxable year, A's pro raf80 to $20 ($80 + $60 - $120). Finally, because th#997, and before August 18, 1998.
share of the amount of items described in sectioperiod from January 1 through June 30, 2001 is Par. 6. Section 1.1368-0 is amended in
1367(a)(1)(A) (relating to increases in basis ofreated under §1.1377-1(b)(3)(i) as a separate tafye table as follows:
stock) is $300, A's pro rata share of the amount dible year for purposes of making adjustments to the 1. The entry for §1.1368-1(e) is re-
the items described in section 1367(a)(2)(B) (relatasis of stock, under section 1366(d) and §1.136&ised and entries for §1.1368-1(e)(1) and
ing to decreases in basis of stock attributable t&(a)(2), C may deduct only $20 per share of the r{2) are added.
items of loss and deduction) is $300, and A's pro rat@aining $40 of the separately stated deduction item, 2. The entry for §1.1368-2(a)(4) is re-
share of the amount of the items described in secti@d the basis of the stock of C is reduced from $20ised.
1367(a)(2)(D) (relating to decreases in basis of stodker share to $0 per share. Under section 1366 and3. An entry for §1.1368-2(a)(5) is
attributable to noncapital, nondeductible expense$§)L.1366-2(a)(2), C's remaining separately stated dexdded.
is $200. S makes a distribution to A in the amour@uction item of $20 per share is treated as having 4. The entry for §1.1368-2(d) is re-
of $100 during 2002. been incurred in the first succeeding taxable year gfised.
(i) Pursuant to the ordering rules of paragraph (fforporation S, which, for this purpose, begins on The additions and revisions read as fol-
of this section, A first increases the basis of eacfuly 1, 2001. lows:
share of stock by $3 ($300/100 shares) and then de- (i) [Reserved] 81.1368-0 Table of contents.
creases the basis of each share by $1 ($100/100(j)) Adjustments for items of income inx * * * *
shares) for the distribution. A next decreases theespect of a decedenfThe basis deter- §1.1368-1 Distributions by S corpora-
basis of each share by $2 ($200/100 shares) for tReined under section 1014 of any stock ifions.
noncapital, nondeductible expenses and then dé&n S corporation is reduced by the portion* * * *
creases the basis of each share by $3 ($300/108 the value of the stock that is attribut{e) Certain adjustments taken into ac-
shares) for the items of loss. Thus, on January @ble to items constituting income in recount.
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(1) Taxable years beginning before JantAugust 18, 1998 For any taxable year of expenses is not taken into account by a

ary 1, 1997. the corporation beginning on or after Aushareholder under §1.1367-1(g) (relating
(2) Taxable years beginning on or aftegust 18, 1998, paragraphs (c) and (d) @b the elective ordering rule). The AAAis
August 18, 1998. this section are applied only after takingilso decreased by the entire amount of
*okok ok k into account— any loss or deduction even though a por-
81.1368-2 Accumulated adjustments ac- (i) The adjustments to the basis of théion of the loss or deduction is not taken
count (AAA). shares of a shareholder’s stock describéato account by a shareholder under sec-
(@ *** in section 1367(a)(1) (relating to in-tion 1366(d)(1) or is otherwise not cur-
(4) Ordering rules for the AAA for taxable creases in basis of stock) for the S corpaently deductible under the Internal Rev-
years beginning before January 1, 1997.ration’s taxable year; and enue Code. However, in any subsequent

(5) Ordering rules for the AAAfor taxable (ii) The adjustments to the AAA re-taxable year in which the loss, deduction,
years beginning on or after August 18quired by section 1368(e)(1)(A) (butor noncapital, nondeductible expense is
1998. without regard to the adjustments for distreated as incurred by the corporation
*okok ok k tributions under §1.1368-2(a)(3)(iii)) forwith respect to the shareholder under sec-
(d) Adjustment in the case of redempthe S corporation’s taxable year. Any netion 1366(d)(2) or 81.1367-1(g) (or in
tions, liquidations, reorganizations, andegative adjustment (as defined in sectiowhich the loss or deduction is otherwise
divisions. 1368(e)(1)(C)(ii)) for the taxable yearallowed to the shareholder), no further ad-
*okok ok k shall not be taken into account. justment is made to the AAA.
Par. 7. Section 1.1368-1 is amended by* * * * *okok ok k
revising paragraphs (d)(1) and (e) to read Par. 8. Section 1.1368-2 is amended as (4) Ordering rules for the AAA for tax-
as follows: follows: able years beginning before January 1,
8§1.1368-1 Distributions by S corpora- 1. Paragraphs (a)(1) and (a)(3)(ii), and997. For any taxable year beginning be-
tions. the paragraph heading and introductorfore January 1, 1997, the adjustments to
*okok ok k text of paragraph (a)(4) are revised. the AAA are made in the following
(d) S corporation with earnings and 2. Paragraph (a)(5) is added. order—
profits—(1) General treatment of distrib- 3. The paragraph heading for para- *****
ution. Except as provided in paragraptgraph (d) is revised. (5) Ordering rules for the AAA for tax-
(d)(2) of this section, a distribution made The additions and revisions read as folable years beginning on or after August
with respect to its stock by an S corporaows: 18, 1998.For any taxable year of the S
tion that has accumulated earnings angll.1368-2 Accumulated adjustments aaorporation beginning on or after August
profits as of the end of the taxable year afount (AAA). 18, 1998, the adjustments to the AAA are
the S corporation in which the distribution (a) Accumulated adjustmentsmade in the following order—
is made is treated in the manner provideaiccount—(1) In general The accumu- (i) The AAA is increased under para-
in section 1368(c). See section 316 andted adjustments account is an account gfaph (a)(2) of this section before it is de-
81.316-2 for provisions relating to the althe S corporation and is not apportionedreased under paragraph (a)(3)(i) of this
location of earnings and profits amongmong shareholders. The AAA is relesection for the taxable year;
distributions. vant for all taxable years beginning on or (i) The AAA is decreased under para-
*okok ok k after January 1, 1983, for which the corgraph (a)(3)(i) of this section (without
(e) Certain adjustments taken into acporation is an S corporation. On the firstaking into account any net negative ad-
count—(1) Taxable years beginning be-day of the first year for which the corpojustment (as defined in section
fore January 1, 1997 For any taxable ration is an S corporation, the balance df368(e)(1)(C)(ii)) before it is decreased
year of the corporation beginning before¢he AAAis zero. The AAAis increased inunder paragraph (a)(3)(iii) of this section;
January 1, 1997, paragraphs (c) and (d) tie manner provided in paragraph (a)(2) (iii) The AAA is decreased (but not
this section are applied only after takingf this section and is decreased in theelow zero) by any portion of an ordinary
into account— manner provided in paragraph (a)(3) oflistribution to which section 1368(b) or
(i) The adjustments to the basis of thé¢his section. For the adjustments to thé)(1) applies;
shares of a shareholder’s stock describedAA in the case of redemptions, liquida- (iv) The AAA is decreased by any net
in section 1367 (without regard to sectiottions, reorganizations, and corporate sepegative adjustment (as defined in section
1367(a)(2)(A) (relating to decreases atarations, see paragraph (d) of this sectiod368(e)(1)(C)(ii)); and

tributable to distributions not includible in* * * * * (v) The AAA is adjusted (whether neg-
income)) for the S corporation’s taxablg3) * * * ative or positive) for redemption distribu-
year; and (i) Extent of allowable reductionThe tions under paragraph (d)(1) of this sec-

(i) The adjustments to the AAA re- AAA may be decreased under paragraption.
qguired by section 1368(e)(1)(A) (but(a)(3)(i) of this section below zero. The* * * * *
without regard to the adjustments for diSAAA is decreased by noncapital, nonde- (d) Adjustment in the case of redemp-
tributions under §1.1368-2(a)(3)(iii)) forductible expenses under paragraptions, liquidations, reorganizations, and
the S corporation’s taxable year. (a)(3)(1)(C) of this section even though alivisions* * *

(2) Taxable years beginning on or aftemportion of the noncapital, nondeductibles * * * *
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Par. 9. Section 1368-3 is amended dke nondeductible, noncapital expenses is $1.60. (ii) The AAA is increased from $2,000 to $4,000

follows: Under section 1367(a)(2)(B) and (C), A's basis pefor the $2,000 of income earned during the 2001 tax-
1. The heading foExample lis re- share is further decreased by $2 ($20 items deble  year. ~Because under section
vised. scribed in section 1367(a)(2)(B) and (C)/10 shares).368(e)(1)(C)(ii)and §1.1368-2(a)(ii), the net nega-

2.Example 3hroughExample @are re- However, basis may not be reduced below zerdive adjustment is not taken into account, the AAA s
designated aExample 6throughExam- Therefore, the basis of each share of A's stock is relecreased from $4,000 to $2,000 for the portion of

ple 9 respectively. duced to zero. As of January 1, 2002, A has a badise losses ($2,000) that does not exceed the income
3. Example Zs redesignated d&xam- of $0 in his shares of S stock. Pursuant to secticgarned during the 2001 taxable year. The AAAs re-
ple 3 1366(d)(2), the $.40 of loss in excess of A's basis iduced from $2,000 to zero for the portion of the dis-
4. The heading for newly redesignatedach of his shares of S stock is treated as incurred tijbution to B ($2,000) that does not exceed the
Example 3s revised. the corporation in the succeeding taxable year witAAA. The AAAis decreased from zero to a negative
5. NewExample 2Example 4andEx- respecttoA. $1,500 for the portion of the $3,500 of loss that ex-
ample Gare added. Example 3. Distributions by S corporations withceeds the $2,000 of income earned during the 2001
The revisions and additions read as fole corporation earnings and profits for taxable yearsaxable year.
lows: beginning before January 1, 1997 * (iii) Under 8§1.1367-1(c)(1), the basis of a share-
§1.1368-3 Examples_ Example 4. Distributions by S corporations withholder’s share in an S corporation stock may not be
Kk k KK earnings and profits and no net negative adjustmeméduced below zero. Accordingly, as of December

Example 1. Distributions by S corporationsfor taxable years beginning on or after August 1831, 2001, B’s basis per share in his stock is zero ($20
without C corporation earnings and profits for tax-1998.(i) Corporation S, an S corporation, has accu+ $20 income - $20 distribution - $35 loss). Pur-
able years beginning before January 1, 1997* mulated earnings and profits of $1,000 and a balanseant to section 1366(d)(2), the $15 of loss in excess

Example 2. Distributions by S corporationsin the AAA of $2,000 on January 1, 2001. S's solef B's basis in each of his shares of S stock is treated
without earnings and profits for taxable years beginshareholder B holds 100 shares of stock with a basis incurred by the corporation in the succeeding tax-
ning on or after August 18, 1998i) Corporation S, ©0f $20 per share as of January 1, 2001. On April Bble year with respect to B.
an S corporation, has no earnings and profits as 8001, S makes a distribution of $1,500 to B. B's prd * * * *

January 1, 2001, the first day of its 2001 taxabléata share of the income earned by S during 2001Rar. 10. 81.1368-4 is revised to read as
year. S's sole shareholder, A, holds 10 shares 0f$2,000 and B’s pro rata share of S's losses is $1,50llows:

stock with a basis of $1 per share as of that date. &@r the taxable year ending December 31, 2001, §1.1368-4 Effective date and transition
March 1, 2001, S makes a distribution of $38 to Adoes not have a net negative adjustment as definedle.

The balance in Corporation S's AAA is $100. Forin section 1368(e)(1)(C). S does not make the elec- Except for §81.1368-1(e)(2), 1.1368-
S’s 2001 taxable year, A's pro rata share of th#on under section 1368(e)(3) and §1.1368-1(f)(2) t@(a)(5), and 1.1368-Example 2 Exam-
amount of the items described in section 1367(a)(Histribute its earnings and profits before its AAA.  ple 4, and Example 5 §§1.1368-1,
(relating to increases in basis of stock) is $50. As (i) The AAA is increased from $2,000 to $4,0001.1368-2, and 1.1368-3 apply to taxable
pro rata share of the amount of the items describd@r the $2,000 of income earned during the 2001 tayears of the corporation beginning on or
in sections 1367(a)(2)(B) through (D) (relating toable year. The AAA is decreased from $4,000 t@fter January 1, 1994. Section 1.1368-
decreases in basis of stock for items other than di$2,500 for the $1,500 of losses. The AAA is ded(e)(2), 81.1368-2(a)(5), and §1.1368-3
tributions) is $26, $20 of which is attributable tocreased from $2,500 to $1,000 for the portion of thExample 2 Example 4 andExample 5
items described in section 1367(a)(2)(B) and (Clistribution ($1,500) to B that does not exceed thapply only to taxable years of the corpora-
and $6 of which is attributable to items described iRAA. tion beginning on or after August 18,
section 1367(a)(2)(D) (relating to decreases in basis (iii) As of December 31, 2001, B's basis in his1998. For taxable years beginning before
attributable to noncapital, nondeductible expenses)stock is $10 ($20 + $20 ($2,000 income/100 shareslanuary 1, 1994, and taxable years begin-

(i) Under section 1368(d)(1) and §1.1368-- $15 ($1,500 distribution/100 shares) - $15 ($1,500ing on or after January 1, 1997, and be-
1(e)(1) and (2), the adjustments to the basis of A®ss/100 shares). fore August 18, 1998, the treatment of
stock in S described in sections 1367(a)(1) are made Example 5. Distributions by S corporations withdistributions by an S corporation to its
before the distribution rules of section 1368 are agearnings and profits and net negative adjustment faghareholders must be determined in a rea-
plied. Thus, A's basis per share in the stock is $6.0@xable years beginning on or after August 18, 19980nable manner, taking into account the
($1 + [$50/10]) before taking into account the distri{i) Corporation S, an S corporation, has accumulatestatute and legislative history. Except
bution. Under section 1367(a)(2)(A), the basis ofarnings and profits of $1,000 and a balance in thith regard to the deemed dividend rule
A's stock is decreased by distributions to A that aréAA of $2,000 on January 1, 2001. S's sole sharednder §1.1368-1(f)(3), §1.1368-1(e)(2),
not includible in A's income. Under §1.1367-holder B holds 100 shares of stock with a basis ¢1.1368-2(a)(5), and 8§1.1368Eample
1(c)(3), the amount of the distribution that is attrib$20 per share as of January 1, 2001. On April 2, Example 4andExample Sreturn posi-
utable to each share of A's stock is $3.80 ($38 distrR001, S makes a distribution of $2,000 to B. B's prdions consistent with §81.1368-1, 1.1368-
bution/10 shares). Thus, As basis per share in tH@ta share of the income earned by S during 20012 and 1.1368-3 are reasonable for taxable
stock is $2.20 ($6.00 - $3.80), after taking into ac$2,000 and B's pro rata share of S's losses is $3,50pears beginning before January 1, 1994.
count the distribution. Under section 1367(a)(2)(D)For the taxable year ending December 31, 2001, Return positions consistent with
the basis of each share of A's stock in S after takin@@s a net negative adjustment as defined in secti®81.1368-1(e)(2), 1.1368-2(a)(5), and
into account the distribution, $2.20, is decreased b}368(€)(1)(C). S does not make the election undér.1368-3Example 2Example 4 andEx-
$.60 ($6 noncapital, nondeductible expenses/10§ection 1368(e)(3) and §1.1368-1(f)(2) to distribut@mple 5are reasonable for taxable years
Thus, As basis per share after taking into accours earnings and profits before its AAA. beginning on or after January 1, 1997, and

January 10, 2000 264 2000-2 |.R.B.



before August 18, 1998. amended by adding the entry for 1.1366-1 Jonathan Talisman,

to the table as follows: Acting Assistant Secretary
PART 602—OMB CONTROL §602.101 OMB Control numbers. of the Treasury.
NUMBERS UNDER THE * ok ok kK
PAPERWORK REDUCTION ACT (b) * * * (Filed by the office of the Federal Register on De-
. L cember 21, 1999, 8:45 a.m., and published in the
Par. 11. The authority citation for part Robert E Wenzel, issue of the Federal Register for December 22, 1999,
602 continues to read as follows: Deputy Commissioner of ¢, - o 71641)
Authority: 26 U.S.C. 7805. Internal Revenue.

Par. 12. In §602.101, paragraph (b) is
Approved December 13, 1999.

CFR part or section where Current OMB

identified and described control No.

* k kK k%

LUA3B6-1 . ..ottt e i e 1545-1613

* k kK k%
Section 1397E.—Credit to SUMMARY: This document containswith the Paperwork Reduction Act of
Holders of Qualified Zone final regulations under section 6038 0fl995 (44 U.S.C. 3507(d)) under control

the Internal Revenue Code relating tmumbers 1545-1615, 1545-1617, and
information reporting requirements for1545-1317. Responses to these collec-
United States persons owning interestsons of information are mandatory.

What i_s Fhe' 2000 qualified zone ac_adgmy bongy controlled foreign partnerships An agency may not conduct or spon-
national limitation for each State, the District of Co- EPs This document also contain . .
lumbia, and the possessions of the United statel% ) Sor, and a person is not required to re-

See Rev. Proc. 200010, page 287. amendments to the final regulationgpond to, a collection of information un-
under section 6038 relating to the retess it displays a valid control number
porting requirements of U.S. shareholdassigned by the Office of Management
ers of certain foreign corporations anénd Budget.

Academy Bonds

Section 6038.—Information

Reporting With Respect to amendmems to the fmal_ regulations Tnhe purden of complying with the col-
Certain Foreign Corporations and ~ UNder section 6038B relating to the reyection of information required to be re-
Partnerships porting requirements with respect tq,orted on Form 8865 is reflected in the
tra_nsfers of prop_erty to fore|gn partneryyrden for Form 8865.
26 CFR 1.6038—2: Information returns required of SNIPS @nd to foreign corporations. The burden of complying with the col-
accouning petiods of certain foreign corporations DATES! Effective Dates: These regula- lection of information required to be re-
beginning after December 31, 1962. tions are effective December 29, 1999ported on Form 5471 is reflected in the
except that §1.6038B-2(a)(5) is effectivédurden for Form 5471.
January 1, 2000. The burden of complying with the col-
T.D. 8850 Applicability Dates For dates of ap- lection of information required to be re-
plicability, see §81.6038-2(1), 1.6038-3(I),ported on Form 926 is reflected in the
DEPARTMENT OF THE TREASURY and 1.6038B-2(c)(4) and (j)(3). burden for Form 926.
Internal Revenue Service h . d | burd )
26 CER Parts 1 and 602 FOR FURTHER INEFORMATION CON-  The estimated annual burden per respon

TACT: Eliana Dolgoff, (202) 622-3860 dent of_complying with the collegtion of in-
(not a toll-free number). formation in §1.6038-3(c)(1)(ii)(B) and

Information Reporting With (2)(ii)(B)_ varies from _.5 hourg to 1.5 hours,
Respect to Certain Foreign SUPPLEMENTARY INFORMATION: d(_apendlng_ on individual circumstances,
with an estimated average of 1 hour.
Comments concerning the accuracy of
this burden estimate and suggestions for
AGENCY: Internal Revenue Service The collections of information con-reducing this burden should be sent to the

Partnerships and Certain
Foreign Corporations Paperwork Reduction Act

(IRS), Treasury. tained in these final regulations have beelmternal Revenue ServiceAttn: IRS Re-
reviewed and approved by the Office oports Clearance Officer, OP:FS:FP, Wash-
ACTION: Final regulations. Management and Budget in accordandegton, DC 20224, and to th@effice of
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Management and Budget Attn: Desk quired information from the foreign part-tion 6038 with respect to a particular for-
Officer of the Department of the Treasurynership. The reasonable cause excepti@ign partnership.
Office of Information and Regulatory Af- has been modified to make clear that B. Section 6038/Section 6031 Overlap.

fairs, Washington, DC 20503. applies to both a failure to file Form 8865 Some commentators requested that the
Books or records relating to this collecand to a failure to submit all informationfinal regulations address the potential over-
tion of information must be retained asequired to be submitted. lap between section 6031 and section 6038.

long as their contents may become mater- Commentators requested that the findh general, section 6031(e) provides that a
ial in the administration of any internalregulations provide that the section 603&reign partnership must file Form 1065,
revenue law. Generally, tax returns angenalties do not apply when there iSU.S. Partnership Return of Income,” if it
tax return information are confidential, asminor noncompliance with the reportinghas gross income derived from sources
required by 26 U.S.C. 6103. requirements under section 6038. Thwithin the United States or gross income
commentators expressed concern that tathat is effectively connected with the con-
payers will be subject to penalties foiduct of a trade or business within the United
On September 9, 1998, the IRS pubgmall discrepancies in the information reStates. Section 6038 provides generally that
lished in theFederal Register(63 FR ported and suggested that the penaltiesU.S. partner of a foreign partnership must
48144 (REG-118966-97, 1998—39 | R.B2aPply only if there _is a _substant_ial failur_e‘ile_ F(_)rm 8865 with_res_p_ect to that partner-
29)) proposed regulations relating to the rd0 report the requ!red mformgtlon, or |fs_h|p if 'Fhe partner individually, or collec-
porting requirements under section 6038 dpaterlal_ly false or inaccurate informatiortively with other ten- percent or greater U._S.
United States persons that are direct or ind® submitted. Because the IRS and Tregartners, owns more than a fifty-percent in-
rect partners of CFPs. A public hearing oRY"Y believe adding such a sta_m_dard miglerest in the partnership. Therefore, in some
the proposed regulations was held on N&ncourage taxpayers to submit mcomplenease_s, both For_ms 1Q65 and 8865 would be
vember 10, 1998, even though no requeﬁ?rms _8865, the s_tandard was not addedquired t_o be filed with regard to the same
to speak at the hearing were receivedo the final regulations. A taxpayer maypartnership for the same tax year of the part-
Though no comments were made at tHaonetheless, avoid application of the seaership. Although the two forms are not
hearing, written comments were receivedion 6038 penalties because of minor noridentical, and one is filed by the partnership
After consideration of all of the written COMPliance with the section 6038 reportwhile the other is filed by the relevant part-
comments, the proposed regulations unddhg requirements by demonstratingers, t_he informz_ition required by the two
section 6038 are adopted as revised by tfigasonable cause. See §1.6038-3(k)(4).forms is substantially the same.
Treasury decision. The revisions are dis- Commentators also requested that the Additionally, some confusion may re-
cussed in the Summary of Public comlRS add additional, specific reasonablsult from the fact that the two forms con-
ments and Explanation of Revisions sectiof2USe exceptions to the section 6038 penskin similarly titled schedules. In particu-
of this preamble. This document also cories. For example, one commentator réar, each form has a Schedule K-1 on
tains amendments to certain other final refiuested a specific exception be providedhich information about a partner’s dis-
ulations. These amendments are also diQr controlling ten-percent partners (see deributive share of partnership income, de-
cussed below. finition in §1.6038-3(a)(2)) that are unableductions, etc., is to be reported. The IRS
to obtain all information required to be redis working to eliminate discrepancies be-
Summary of Public Comments and ported by controlling ten-percent partnersween the two schedules. However, even
Explanation of Revisions The final regulations do not contain addiif the discrepancies are eliminated, it is
, tional, specific reasonable cause excetill possible the two schedules will not
A. General Comments Regarding thgjong  whether there is reasonable causentain identical information because one
Proposed Section 6038 CFP RegulationSyenends on all the facts and circumstanceshedule will be prepared by a partner and
~ Some commentators suggested that the e particular case. Any person who isne will be prepared by the partnership.
final regulations should exempt state angnapje to obtain information may apply for In response to the comments that the
local government employee retiremeny, oa5onable cause determination specifiverlap between section 6031 and section

plgns from the Segtion 6038 'reporting "o that person’s situation. 6038 reporting will be burdensome to tax-
quirements. The final regulations provide Finally

Background

, a commentator asked that irpayers when both sets of requirements
that trusts relating to state and local goverig case of an affiliated group of corporaapply, and to help avoid any confusion on
ment employee retirement plans are not rgns filing a consolidated income tax rethe part of taxpayers with respect to
quired to report under section 6038, unlesgy, the final regulations not require thevhich Schedule K-1 they should use to
required to do so in the instructions to Forfye mpers to file separate Forms 8865 ifompute their tax liabilities, the final sec-
8865, “Return of U.S. Persons with Régne member of the group files Formtion 6038 regulations reduce the burden
spect to Certain Foreign Partnerships.”  gggs  The final regulations adopt thismposed by section 6038 in the case of an
One commentator asserted that the réscommendation. The common paremverlap. They provide that if a foreign
sonable cause exception to the sectiqynoration of an affiliated group of cor-partnership completes and files Form
6038 penalties appears to apply only tB5rations filing a consolidated income tax065, a U.S. person required to report
failures to file Form 8865 and thereforggq,n may file one Form 8865 on behalfinder section 6038 must use a copy of the
would not protect a taxpayer who files ay¢ 4| other members of the group refiled Form 1065, including the Schedules

incomplete Form 8865 because the taXyireq to file Form 8865 pursuant to seck-1, in conjunction with fulfilling the
payer was unable to obtain all the re-
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person’s section 6038 reporting obligaules A "Constructive Ownership of Partnerits operations, even when there is limited
tion. Specifically, the instructions toship Interest,” A-1 “Certain Partners of ForU.S. ownership in the partnership. In con-
Form 8865 will state which schedules orign Partnership,” A-2 “Affiliation Sched- trast, section 6038 requires certain U.S.
Form 1065 are considered equivalent tale,” and N “Transactions Betweenpartners to report information when the for-
schedules on Form 8865. A U.S. partneControlled Foreign Partnership and Partneeign partnership in which they own an in-
must attach to the partner’s Form 8865 ar Other Related Entities” of Form 8865. terest has substantial U.S. ownership. Sec-
copy of the Form 1065 schedules that are Similarly, a controlling ten-percenttion 6031(e) was added to the Internal
considered equivalent to the schedules thpartner must submit on Schedule K-1 oRevenue Code at the same time that section
partner is required to complete on Fornfrorm 8865 a statement of the income&038 was amended to apply to CFPs. See
8865 as a controlling fifty-percent partneigain, losses, deductions and credits allGraxpayer Relief Act of 1997, Public Law
(see definition in 81.6038-3(a)(1)) or as @ated to the partner’s direct interest in th&05-34, sections 1141-1142 (111 Stat.
controlling ten-percent partner. A partnepartnership. See §1.6038-3(g)(1)(i). Th@&83)(1997). Therefore, rather than intend-
should not complete a schedule on Formmame information is also required to be réng section 6031(e) to limit the amount of
8865 when the partner attaches a copy pbrted on Schedule K-1 of Form 1065information required to be reported pur-
the equivalent Form 1065 schedule to it¥herefore, if the partnership completesuant to section 6038, Congress intended
Form 8865. Should a schedule on Forrand files Form 1065, the partner must athe two provisions to work together to en-
8865 ask for information that is not retach to its Form 8865 a copy of its Schedsure that the IRS receives sufficient infor-
quired to be reported on the equivalentle K-1 from the Form 1065 completedmation about foreign partnerships.
Form 1065 schedule, the partner is not réy the partnership and should not com€. Tiered Partnerships
quired to report that information on itsplete Schedule K-1 on Form 8865. The Commentators requested that section
Form 8865 if a copy of the completedbartner is still required to complete the56038 reporting apply only to first-tier
equivalent Form 1065 schedule is atportions of pages one and two of Forn€FPs, i.e., section 6038 reporting should
tached to its Form 8865. A partner attact8865 applicable to controlling ten-percenonly be required of U.S. persons with re-
ing copies of schedules from Form 106%artners, as well as Schedule N. spect to foreign partnerships in which they
to its Form 8865 must still complete the Another comment asserted that the prawn a direct interest. However, section
parts of Form 8865 that the person is rggosed regulations imposed an excessig®38(e)(3)(B) provides that rules similar to
quired to complete as a controlling fifty-reporting burden on taxpayers and thahe rules of section 267(c) shall apply when
percent partner, or as a controlling tenthey had the effect of nullifying the sec-determining whether a person owns a fifty-
percent partner, and for which there is ndon 6031(e) limitation on reporting re-percent interest in a foreign partnership.
equivalent Form 1065 schedule (for exquired of foreign partnerships. The comAdditionally, the statute does not require
ample, a partner must still complete thenent suggested that the IRS require onpat a U.S. person own its interest in the
first page of Form 8865 and certairthose items specifically enumerated irfCFP directly. Therefore, the final regula-
schedules on page two of the form). section 6038(a)(1) to be reported unddions require section 6038 reporting of
An example of how a person will use asection 6038. United States persons whose ownership in-
completed Form 1065 to fulfill its section Section 6038 grants the IRS authorityerests are entirely the result of constructive
6038 filing obligation is as follows. Sectionto require taxpayers to submit more thanwnership from other persons.
1.6038-3(g)(2)(iii) requires a controllingthe items enumerated in section Nevertheless, certaiexceptions and
fifty-percent partner to report aggregate in6038(a)(1). Section 6038 provides thatodifications to this rule may apply. Per-
formation about the partners’ distributivethe Secretary may require the furnishingons that do not own direct interests may
shares of income, gain, losses, deductiod any other information that is similar orqualify for a reduced reporting obligation
and credits. Such information is reported orelated in nature to that specified in th@ursuant to the exception for constructive
Schedule K of Form 8865. The same inforfirst sentence of section 6038(a)(1), oowners in 81.6038-3(c)(2). Additionally,
mation is also required to be submitted owhich the Secretary determines to be aertain information required by the final
Schedule K of Form 1065. The instructionpropriate to carry out the provision ofsection 6038 regulations must be submit-
to Form 8865 will provide that Schedules KTitle 26. The IRS has determined that alied only if the partner owns a direct inter-
on Forms 1065 and 8865 are equivalendf the information that the final sectionest in the foreign partnership. For exam-
Accordingly, if the partnership completes5038 regulations require taxpayers to sulple, 81.6038-3(g)(1)(i) provides that the
and files a Form 1065, a controlling fifty-mit is necessary for the IRS to carry ouperson reporting under section 6038 must
percent partner filing Form 8865 must attacthe provisions of Title 26. provide a statement of the income, gain,
a copy of the Schedule K from the Form Additionally, as explained above, sectiofosses, deductions and credits allocated to
1065 to the partner’s Form 8865 and shouldl031(e) and section 6038 differ with rethat person’s direct interest in the partner-
not complete Schedule K on Form 8865spect to whom they require to report andhip. Accordingly, if a person is reporting
The partner must also attach all other Formvhen the reporting obligation applies. Seadnder section 6038 but owns no direct in-
1065 schedules that are considered equiviéen 6031(e) applies only to the requireterest in the partnership, that person will
lent to Form 8865 schedules that the partnerent that a Form 1065 be filed, to the apot have to submit information under
must complete as a controlling fifty-percenplication of the TEFRA partnership-level§1.6038-3(g)(1)(i). Finally, the final reg-
partner. Additionally, the partner must stillaudit procedures, and to the requirememdations require attribution from nonresi-
complete page one of Form 8865 and Schetthat a partnership report information aboutent alien family members only if the per-
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son to whom the interest is being attribported under section 6038, 6038Afor certain contributions of property by
uted already owns a direct or indirec6038B, 6046, 6046A, or 6048, the timdJnited States persons to foreign partner-
(under the rules of section 267(c)(1) ofor assessment of any tax imposed bghips. See T.D. 8817, 1999-8 I.R.B. 51
(5)) interest in the partnership. Seditle 26 with respect to any event or pe{64 FR 5713). This document makes sev-
81.6038-3(b)(4). riod to which such information relateseral amendments to those final regula-
D. Failure to Recognize That an Arrangeshall not expire before the date that ifons. Each amendment either reduces the
ment is a Partnership or That a Partnerthree years after the date on which theurden that section 6038B imposes on
ship is a Foreign Partnership Secretary is furnished the information retaxpayers, or does not affect the burden
Commentators expressed concern thguired to be reported under such sectioimposed by section 6038B.
taxpayers might fail to report under secTaxpayers have expressed uncertainty First, the amount of information re-
tion 6038 because they failed to recognizabout the application of this rule in thequired to be submitted by a person report-
that their arrangement constituted a partontext of a failure to properly report in-ing a transfer of property to a foreign part-
nership. Additionally, if no entity is formation required under sections 6038ership is reduced. Rather than submit
formed under foreign law, but a partner6038B, or 6046A, with respect to an interthe names and addresses of all the foreign
ship is determined to exist, it may be difest in a foreign corporation or a foreigrpartnership’s partners, the person report-
ficult to determine whether the partnerpartnership, as applicable. The IRS anithg the transfer (the transferor) must pro-
ship is foreign or domestic. SomeTlreasury wish to clarify that if a U.S. per-ide only the names and addresses of the
commentators recommended that the IR$nN fails to comply with sections 6038 United States partners that owned a ten-
exclude partnerships not formed under 6038B, or 6046A, the extended statute gfercent or greater direct interest in the
foreign law statute from the reporting redimitations provided by section foreign partnership during the transferor’s
guirements, subject to an anti-abuse rul€501(c)(8) shall apply only to the tax contax year in which the reportable transfer
The final regulations do not adopt thissequences related to the information resccurred, and the names and addresses of
recommendation and additional guidancquired to be reported under the relevargny other United States or foreign persons
on these issues is beyond the scope of thisporting section and not to all transacthat were direct partners in the partnership
document. They do, however, providdions within the U.S. person’s tax year atluring that tax year and that were related
that the section 6038 reporting requireissue. For example, if a U.S. person witko the transferor under section 6038B dur-
ments do not apply to any United Statea calendar tax year fails to comply withing that tax year. A person who trans-
person with respect to a foreign partnersection 6038 for a controlled foreign partferred solely cash and who did not own a
ship that has validly elected (or is deemedership’s 2001 calendar tax year, sectiolen-percent or greater interest after the
to have elected) to be excluded from th6501(c)(8) will only extend the statute oftransfer is still not required to report the
application of subchapter K. Sedimitations applicable to the U.S. person’siames and addresses of any of the foreign
8§1.6038-3(e). Additionally, a taxpayer2001 tax year with respect to any tax corpartnership’s other partners. This amend-
that does not comply with section 603&equences associated with the U.S. pamnent applies to tax years of U.S. persons
because it mistakenly concluded that itson’s interest in the foreign partnershipequired to report under section 6038B
arrangement was not a partnership, or thdtiring the partnership’s 2001 tax year. beginning on or after January 1, 2000.
it was not a foreign partnership, mayH. Amendment to Final Section 6038 Second, this document changes the time
apply for a reasonable cause determin&oreign Corporation Regulations for filing Form 8865 to report a transfer to a
tion. See §1.6038-3(k)(4). In order to reduce the burden that sedereign partnership in certain instances.
E. Section 6038 (CFPs) Effective Date tion 6038 imposes on taxpayers, this doccurrently, 8§1.6038B-2(a)(5)(ii) provides
Section 1.6038-3 is applicable to CFRiment also amends the final regulationthat if a United States person required to re-
tax years ending on or after December 3linder section 6038 applicable to shargort a transfer to a foreign partnership is
2000. United States persons are not r&olders of certain foreign corporationsalso required to report pursuant to section
quired to report under section 6038 foiThe regulations provide that if a United6038 for the period in which the transfer oc-
CFP tax years ending before Decembe3tates person does not own a direct or icurred, then the United States person must
31, 2000. direct interest in the foreign corporationyeport the transfer on the Form 8865 com-
F. Availability of Form 8865 but is attributed an interest from a nonregleted for the partnership’s tax year in
A United States person required to reident alien, the person is not required tavhich the transfer occurred. This document
port information pursuant to section 6038eport under section 6038. This amendieletes the section 6038B/section 6038
must do so by completing and filing Formment is effective for tax years of foreignoverlap rule, so that a United States person
8865. A final version of Form 8865 will corporations ending on or after Decembanust always report with its tax return for a
be released prior to January 1, 2000. Ta®9, 1999. particular tax year all of its section 6038B
payers will be able to download a copy of. Amendments to Final Section 6038Bransfers that took place during that year, re-
the form and its instructions from the IRRegulations Applicable to Transfers ofjardless of whether any of the transfers oc-
Internet website located at www.irs.usProperty to Foreign Partnerships curred during a period for which section
treas.gov. On February 5, 1999, the IRS pub6038 reporting is also required. This
G. Clarification of Section 6501(c)(8). lished in theFederal Registerfinal regu- amendment applies to tax years of U.S. per-
Section 6501(c)(8) provides that in thdations under section 6038B relating tsons required to report under section 6038B
case of information required to be rethe information reporting requirementseginning on or after January 1, 2000.
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The following example illustrates thiscertain tax-exempt organizations hav&pecial Analyses

amendment. Assume the tax year ofontacted the IRS and Treasury to re- .

FPS a foreign partnership, ends on Sepjuest that they be specifically excluded, 't has been determined that these
30. US, a United States person and calfrom the obligation under section 603ggnal regulations are not a significant
endar year taxpayer, owns a sixty- petto report their property transfers to for/€gulatory action as defined in Execu-
cent interest ifFPS and therefore is a eign partnerships. The IRS and TrealiVe Order 12866. Therefore, a regula-
controlling fifty- percent partner d¥PS  sury invite comments regarding the ex{Ory assessment is not required. It has
Accordingly, US must report under sec-tent to which section 6038B reporting?!S© been determined that section
tion 6038 with respect tBPS On Octo- should be required of tax-exempt orga2>3(P) of the Administrative Procedure
ber 15, 2001US transfers property to nizations. Act (5 U.S.C. chapter 5) does not apply
FPSin a section 721 transactionySis J. Amendment to Final Section 60388° these final regulations. It is hereby
required to report this transfer undeRegulations Applicable to Transfers of€rtified that the collections of infor-
section 6038B becaud#S owns at least Property to Foreign Corporations mation contained in these final regula-
a ten-percent interest in the partnership This document makes one amendmefons Will not have a significant eco-
immediately after the transfer. Sedo the final section 6038B regulationd!®MiC impact on a substantial number
§1.6038B-2(a)(1)()). Under the existinggoverning the reporting requirement®f small entities.  This certification is
section 6038B regulationg)S is re- with respect to transfers to foreign corP@sed on the fact that the number of
quired to report the October 15, 200porations. The amendment reduces tignall entities that will be required to
property transfer on the Form 8865 foburden that section 6038B imposes ofll€ the form is not substantial. Accord-
FPSs tax year ending September 30taxpayers. ingly, a Regulatory Flexibility Analysis
2002, that will be filed withUSs 2002  Pursuant to §1.367(a)-3(c)(8), sectiohinder the Regulatory Flexibility Act (5

income tax return. 367(a) does not apply to a domestic coM-S-C- chapter 6) is not required. Pur-

Under the amendments to sectioporation’s transfer of its own stock or seSUant to section 7805(f) of the Internal

6038B contained in this documemdS curities in connection with the perfor-Revenue Code, these regulations were

must attach to its 2001 income tax returmance of services, if the transfer j$ubPmitted to the Chief Counsel for Ad-

a Form 8865 on which is reported theonsidered to be to a foreign corporatiof°cacy of the Small Business Adminis-

October 15, 2001 property transfer andolely by reason of §1.83-6(d)(1). Seclration for comment on their impact on

information aboutFPS for FPSs tax tion 1.83-6(d)(1) provides that if a shareSMall business.

year ending September 30, _2001_. Adholder of a corporation transfers pr9per_tbraﬂing Information

sumingUS is also a controlling fifty- to an employee of such corporation in

percent partner durin§PSs tax year consideration of services performed for The principal author of these regula-

ending September 30, 2002, whei$ the corporation, the transaction is considions is Eliana Dolgoff, Office of the As-

files its 2002 income tax returiJS ered to be a contribution of such propertgociate Chief Counsel (International).

must attach to that return Form 8865 oto the capital of such corporation by théHowever, other personnel from the IRS

which is reported information aboutshareholder, and immediately thereafter and the Treasury Department participated

FPSfor FPSs tax year ending Septem-transfer of such property by the latter corin their development.

ber 30, 2002.US should not report the poration to the employee. *okok kK

October 15, 2001, property transfer on The final regulations under section .

the Form 8865 filed withUSs 2002 in- 6038B do not contain an exception tg‘Mmendments to the Regulations

come tax_ return. _ the reporting requi_rements that corre- Accordingly, 26 CFR parts 1 and 602
Th_e third and final amendmen_t to thesponds to the rule in §1.367(a)-3(c)(8)are amended as follows:

section 6038B regulations provides aiTherefore, a transfer by a domestic cor-

additional opportunity for United Statesporation of its stock or securities to arPART 1—INCOME TAXES

persons to timely report certain transferemployee of the domestic corporation’s o

to foreign partnerships. Even if not reforeign subsidiary may be excluded P& 1. The authority citation for part 1

ported in accordance with the rules profrom the application of section 367(a)!S @mended by adding entries in numerical

vided in §1.6038B-2(a)(5) or (j)(1) oryet still reportable under section 603gBOrder to read in part as follows:

(2), a transfer to a foreign partnershifrhis document provides that such a Authority: 26 U.S.C. 7805 * **

that occurred before January 1, 200Gransfer is not required to be reporte€ction 1.6038-2 also issued under 26

will nevertheless be considered timelyunder section 6038B if the transfer |§JSC 6038. )

reported if the transferor reports it on a@onsidered to be to a foreign corporatiop€ction 1.6038-3 also issued under 26

Form 8865 attached to an amended tasolely by reason of §1.83-6(d)(1) and)-S-C. 6038. * * *

return for the transferor's tax year inthe fair market value of the property Pa| 2. In81.367(a)-3, paragraph (c)(8)

which the transfer occurred, providedransferred did not exceed $100,000S @mended by adding a sentence to the

such amended return is filed no lateThis amendment is effective as if it ha®"d Of the paragraph to read as follows:

than September 15, 2000. been included in TD 8770 (63 FR31.367(a)-3 Treatment of transfers of
Additionally, since issuing the section33550), and therefore applies to trans3{0CK Or securities to foreign corpora-

6038B regulations in February 1999fers occurring on or after July 20, 1998.10NS-

* k k * %
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(c)*** year of a foreign partnership during whichten percent of the profits interest in such
(8) * * * The transfer may still, how- the partnership has one or more contropartnership, or an interest to which ten
ever, be reportable under section 6038Bing fifty-percent partners, each controlpercent of the deductions or losses of such

See 81.6038B-1(b)(2)(i)(A¥) and ling fifty-percent partner must completepartnership are allocated.

(b)(2)(1)(B)(4). and file Form 8865, “Return of U.S. Per- (4) Constructive ownership rulesFor
*okok ok k sons With Respect To Certain Foreigpurposes of determining an interest in a
Par. 3. Section 1.6038-2 is amended &%artnerships,” containing the informatiorpartnership, the constructive ownership
follows: described in paragraph (g) of this sectiontules of section 267(c) (other than section
1. A sentence is added to the end of (2) Controlling ten-percent partnerdf  267(c)(3)) apply, taking into account that
paragraph (j)(2)(1)(C). at any point during a foreign partnership’such rules refer to corporations and not to
2. Paragraph (I) is added. tax year (as defined in paragraph (b)(8)artnerships. However, an interest will be
The revised and added provisions reaof this section) a United States persoattributed from a nonresident alien under
as follows: owned a ten- percent or greater interest the family attribution rules of section

81.6038-2 Information returns required ofthe partnership while the partnership wag67(c)(2) and (4) only if the person to
United States persons with respect to arcontrolled by United States persons ownahom the interest is attributed owns a di-
nual accounting periods of certain for-ing ten- percent or greater interests, suatect or indirect (under the rules of
eign corporations beginning after Deceminited States person is a controlling ten267(c)(1) or (5)) interest in the foreign

ber 31, 1962. percent partner. See paragraph (b)(1) pfartnership.

*okok ok k this section for the definition of control. (5) Determination of amount of interest
(r** However, a United States person is not Whether a person owns a fifty-percent in-
(2) *** controlling ten-percent partner with reterest, or a ten-percent interest, as de-
(iy*** spect to a particular foreign partnershigcribed in paragraphs (b)(2) and (3) of this

(C) * * * (For a rule regarding attribu- for a particular tax year of the foreignsection, is determined for each tax year of
tion from a nonresident alien, see pargartnership if at any point during that yeathe foreign partnership by reference to the
graph (1) of this section). the partnership had a controlling fifty-per-agreement of the partners relating to such
*okok ok k cent partner, as defined in paragrapimterests during that tax year.

(I) Other persons excepted from filing (a)(1) of this section. Except as provided (6) Definition of United States person
For tax years of foreign corporations endin paragraph (c), (d), or (e) of this sectionThe termUnited States persois defined
ing on or after December 29, 1999, anfor each tax year of a partnership duringn section 7701(a)(30).
person required to furnish informationwhich the partnership has controlling ten- (7) Definition of a foreign partnership
under this section with respect to a forpercent partners, each controlling ten-pelA foreign partnership is a partnership de-
eign corporation does not have to furniskient partner must complete and file Formscribed in section 7701(a)(5).
that information if the following condi- 8865 containing the information de- (8) Tax year of a foreign partnership
tions are met— scribed in paragraph (g)(1) of this sectionThe tax year of a foreign partnership is

(1) Such person does not own a direct (3) Separate returns for each partner-determined under section 706.
or indirect interest in the foreign corporaship. A United States person required to (9) Examples The rules of paragraph
tion; and report under this paragraph (a) must file éa) of this section and this paragraph (b)

(2) Such person is required to furnistseparate Form 8865 for each foreign pargre illustrated by the following examples:
information solely by reason of attribu-nership with respect to which the person Example 1. Sole U.S. partner does not own more
tion of stock ownership from a nonresidis a controlling fifty-percent partner or athan a fifty-percent interestNo United States per-
dent alien(s) under paragraph (c) of thisontrolling ten-percent partner. son owns any interest (directly or constructively) in
section. (b) Ownership determinations and def-+Ps a foreign partnership whose tax year under sec-

Par. 4. Section 1.6038-3 is added tmitions—(1) Control. Control of a for- tion 706 is the calendar year. On January 1, 2001,
read as follows: eign partnership is ownership of moreJs a United States person with the calendar year as
81.6038-3 Information returns required ofthan a fifty-percent interest in the partnerits tax year, contributes propertyE®Sin exchange
certain United States persons with respedthip. for a 40% interest in a section 721 transaction. No
to controlled foreign partnerships (2) Fifty-percent interest A fifty-per- United States persons acquire directly or construc-
(CFPs). cent interest in a partnership is an interestely any other interests IRPSduring FPSs 2001

(a) Persons required to make retutn equal to fifty percent of the capital inter-tax year.USis not a controlling fifty-percent partner
(1) Controlling fifty- percent partners est in such partnership, an interest equadringFPSs 2001 tax yearUSdid not own during
The termcontrolling fifty-percent partner to fifty percent of the profits interest inthat tax year, either directly or constructively, more
means a United States person that cosuch partnership, or an interest to whicthan a 50% interest in the partnership under para-
trolled (as defined in paragraph (b)(1) ofifty percent of the deductions or losses ofraphs (b)(2) and (4) of this section. Al&tSis not
this section) the foreign partnership at anguch partnership are allocated. a controlling ten-percent partner; althougls
time during the partnership’s tax year (as (3) Ten-percent interestA ten-percent owned a 10% or greater interdd§ persons owning
defined in paragraph (b)(8) of this secinterest in a partnership is an interesit least 10% interests did not cont’®S There-
tion). Except as provided in paragrapkequal to ten percent of the capital interestre, US does not have to file with its 2001 income
(c), (d), or (e) of this section, for each taxn such partnership, an interest equal t@x return a Form 8865 with respectRe'S under

January 10, 2000 270 2000-2 |.R.B.



section 6038. (But see section 6038B for the reporstructively fromUS BothUSandUS2are required Form 8865.
ing obligations ofuSwith respect to its transfer of to file Form 8865 containing all the information re-  (B) Any controlling fifty-percent part-
property toFPSand section 6046A for the reporting quired to be submitted by controlling fifty-percentner not filing Form 8865 must file with its
obligation ofUSwith respect to its acquisition of an partners. (But see paragraph (c)(1) of this sectiofpcome tax return a statement titled “Con-
interest inFPS See also §1.6046A- 1(e)(1) regardwhich contains filing exceptions when there argrolled Foreign Partnership Reporting”
ing the overlap between sections 6038B andultiple controlling fifty-percent partners)uSlis  containing the following information—
6046A). no longer a controlling ten-percent partner because (1) A statement that the person qua”-
Example 2. Controlling ten-percent partners.FPSnow has at least one controlling fifty-percentfied as a controlling fifty-percent partner,
Assume the same facts asExample 1 In addition, partner, andJS1does not qualify as a controlling put is not submitting Form 8865 pursuant
on January 1, 2002JS1, a United States person un-fifty-percent partner. Therefor&S1is not required to the multiple controlling fifty-percent
related toUS and a calendar year taxpayer, purio file Form 8865 under section 6038. partners exception;
chases a 15% interestfPSfrom a foreign partner Example 5. Constructive ownership from a non- (2) The name, address, and taxpayer
of FPS NeitherUS nor US1is a controlling fifty-  resident alienUS, a United States person, does noidentification number (if any) of the for-
percent partner duringPSs 2002 tax year because own directly or constructively an interestf#PS a  eign partnership of which the person qual-
neither one owns more than a 50% percent interefatreign partnership. The tax year®?Sis the calen-  ified as a controlling fifty-percent partner;
in FPSduring that year. HoweveSandUSlare dar year. NRA a nonresident alien, is the mother of  (3) A representation that the filing re-
controlling ten-percent partners for that year betS  In 2002,NRAacquires a 55% interest FPS  quirement has been or will be satisfied,;
cause each owns at least a 10% intetdStojvns a  BecausdJS owns neither a direct nor a constructive  (4) The name and address of the person
40% interest anS1owns a 15% interest) and to- interest inFPS under sections 6038(e)(3) andfiling the single return;
gether they controFPS because collectively they 267(c)(1) or (5),NRAs interest is not attributed to (5) The Internal Revenue Service Cen-
own more than a 50% interestffPS As control- USunder sections 6038(e)(3) and 267(c)(2). If iter where the single return is required to
ling ten-percent partners, under section 6038, each2003 NRAbecomes a United States pershiRAs  pe filed; and
required to file a Form 8865 with its 2002 incomeinterest will be attributed tdS. HoweverUSis ex- (6) Any additional information that
tax return. US1must also report its acquisition of cused from filing Form 8865 i)S satisfies the re- Form 8865 and the accompanying in-
the 15% interest ifPSunder section 6046A on its quirements of the constructive owners exception igtructions require,

Form 8865 filed with its 2002 income tax return.) paragraph (c)(2) of this section. In 2008RAis a (iii) Penalties If the requirements
Example 3. Constructive ownership rules-  controlling fifty-percent partner and must file a Formlisted in paragraph (c)(1)(ii) of this section
sume the same facts asBrample 2 In addition, on 8865 under section 6038 fBPSs 2003 tax year. are not satisfied, a United States person
January 1, 2003/S2 a United States person and the (C) Exceptions when more than onehat did not file a Form 8865 pursuant to
brother ofUS, purchases 50% of the stockkE, a United States person is required to filehis paragraph will be subject to the penal-
foreign corporation. FC owns a 20% interest in Form 8865 pursuant to section 66381) ties in paragraph (k) of this section, unless
FPS Thus, under sections 6038(e)(3) andultiple controlling fifty-percent the reasonable cause provision in para-

267(c)(1),US2indirectly owns a 10% interest in partners—(i) In general If, with respect graph (k)(4) of this section is satisfied.
FPS(10% isUS2s proportionate share 61C's 20% to the same foreign partnership for the (2) Certain constructive owners ex-
interest inFPS), and under sections 6038(e)(3) andsame tax year, more than one Unite@epted from furnishing informaties(i) In
267(c)(2),US2is attributedUSs 40% interest. Ad- States person is a controlling fifty- pergeneral A United States person that does
ditionally, US directly owns a 40% interest BPS ~ cent partner, then in lieu of each controlnot own a direct interest in the foreign part-
and is attributedS2s 10% interest pursuant to sec-ling fifty-percent partner filing a separatenership and that is required to file Form
tion 6038(e)(3) and section 267(c)(2). ThereforeForm 8865, only one Form 8865 from on@865 under this section solely by reason of
US2is considered to own a 50% interest (10% indiof the controlling fifty-percent partners isconstructive ownership from a United
rectly and 40% fronS) in FPS andUSis consid-  required, provided all of the requirementStates person(s) pursuant to paragraph
ered to own a 50% interestfiPS(40% directly and of paragraph (c)(1)(ii) of this section argb)(4) of this section (an indirect partner) is
10% fromUS2. FPShas no controlling fifty-per- satisfied. A person that is a controllinghot required to file Form 8865 if all of the
cent partners, because neithé$, US1, norUs2 fifty-percent partner solely because of arequirements listed in paragraph (c)(2)(ii)
owns a greater than 50% interest. Howewts, interest to which deductions or losses argf this section are met.
US1 andUS2are each controlling ten- percent part-allocated may file the single return only if (i) Requirements-(A) The United
ners and each must file Form 8865 pursuant to sethere is no United States person that is States person(s) whose interest the indi-
tion 6038 forFPSs 2003 tax year ending Decembercontrolling fifty-percent partner by reasorvect partner constructively owns reports
31, 2003. Each must attach Form 8865 to its tax ré©f an interest in capital or profits. all the information such person(s) is re-
turn for its 2003 tax year. (i) Requirements-(A) The person un- quired to submit under this section, unless
Example 4. Controlling fifty-percent partners dertaking the filing obligation must file such person also is required to file solely
Assume the same facts aixample 3 In addition, Form 8865 with that person’s income taxy reason of constructive ownership from
on June 1, 2004)Sacquires an additional 1% direct return in the manner provided by Forma United States person(s) pursuant to
interest inFPS  USis now a controlling fifty-per- 8865 and the accompanying instructiongaragraph (b)(4) of this section, or an-
cent partner oFPS becaus&JSowns a 41% inter- The return must contain all of the infor-other person reports the information pur-
est directly and a 10% interest constructively fronmation that would have been required tguant to paragraph (c)(1) of this section.
US2 US2is also a controlling fifty-percent partner, be reported by this section if each control- (B) The indirect partner files with its
becauseUS2 owns 10% indirectly and 41% con- ling fifty-percent partner had filed its ownincome tax return a statement titled “Con-
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trolled Foreign Partnership Reporting”lf one or more members of an affiliatedoerson reporting under section 6038;
containing the following information—  group of corporations filing a consoli- (ii) A list of all partnerships (foreign or
(1) A representation that the indirectdated return are required under sectiolomestic) in which the foreign partner-
partner was required to file Form 88656038 to file a Form 8865 for a particularship owned a direct interest, or owned a
but is not doing so pursuant to the conforeign partnership, the common parentonstructive interest of ten percent of
structive owners exception; corporation may file one Form 8865 ommore under the rules of section 267(c)(1)
(2) The names and addresses of theehalf of all of the members of the grour (5), during the partnership’s tax year
United States persons whose interests thequired to report under section 6038for which the Form 8865 is being filed,;
indirect partner constructively owns; Except with respect to group members (iii) Information about all foreign enti-
(3) The name and address of the foreigwho also qualify under the exception irties that were disregarded as entities sepa-
partnership with respect to which the indiparagraph (c)(2) of this section, the Formate from their owner under §8301.7701-2
rect partner would have had to have file@865 must contain all the information thatind 301.7701-3 that were owned by the
Form 8865 but for this exception; and  would have been required to be submittefibreign partnership during the partner-
(4) Any additional information that if each group member were required tship’s tax year for which the Form 8865 is
Form 8865 and the accompanying infile its own Form 8865. being filed,;
structions require. (d) Exception for certain trustsTrusts (iv) Asummary of the transactions that
(i) Penalties A United States personrelating to state and local government entook place during the partnership’s tax
that pursuant to this paragraph (c)(2ployee retirement plans are not requiregear between the partnership and the per-
does not file a return will be subject to theéo report under this section, unless the irson filing the return, between the partner-
penalties in paragraph (k) of this section i$tructions to Form 8865 provide othership and any other partnership of which
the requirements listed in paragraphwise. the person filing the return is a controlling
(c)(2)(ii) of this section are not satisfied, (e)Reporting under this section not refifty-percent partner, and between the
unless such failure is due to reasonabbpuired with respect to partnerships expartnership and any corporation con-
cause, as defined in paragraph (k)(4) afluded from the application of subchaptetrolled (under section 6038(e)(2) and the
this section. K. The reporting requirements of this secregulations thereunder) by the person fil-
(iv) Overlap with multiple controlling tion will not apply to any United Statesing the return; and
fifty-percent partners exception(A) If a person in respect of an eligible partner- (v) Any other information that Form
United States person qualifies for both thehip as described in §1.761-2(a) if sucB865 or its accompanying instructions re-
exception in paragraph (c)(1) of this secpartnership has validly elected to be exguire to be submitted.
tion and the exception in this paragrapbluded from all of the provisions of sub- (2) Additional information required to
(c)(2), such person may only utilize thechapter K of chapter 1 of the Internabe submitted by controlling fifty-percent
multiple controlling fifty-percent partners Revenue Code in the manner specified ipartners In addition to the information
exception in paragraph (c)(1) of this sec81.761-2(b)(2)(i), or such partnership igequired pursuant to paragraph (g)(1) of
tion to avoid filing Form 8865. deemed to have elected to be excluddtis section, controlling fifty-percent part-
(B) Example The following example from all of the provisions of subchapter Kners must also submit the following infor-
illustrates the operation of this paragrapbf chapter 1 of the Internal Revenue Codmation in the form and manner and to the

(©)(2)(iv): in accordance with the provisions ofextent required by Form 8865 and its in-
Example USis a U.S. citizenUSowns 100% of §1.761-2(b)(2)(ii). structions—
the stock oDC, a domestic corporatiorDC owns a (f) Period covered by returnThe in- (i) A list of the names, addresses and tax

60% direct interest iffPS a foreign partnership. formation required under this sectioridentification numbers (if any) of each
DC andUSare the only U.S. persons that own interinust be furnished for the tax year of thé&nited States person that owned a direct in-
ests directly or constructively BPS DC owns di- foreign partnership ending with or withinterest of ten percent or more in the partner-
rectly a greater than 50% interestiRS UScon- the United States person’s tax year. Seship during the partnership’s tax year, and
structively ownsDC's interest pursuant to sectionssection 706 for rules regarding tax yearsf each United States and foreign person
6038(e)(3) and 267(c)(1). Therefore, b@B and Of partnerships. whose interests in the partnership the con-
USare controlling fifty-percent partner$JS quali- (g) Contents of retur~(1) Informa- trolling fifty-percent partner constructively
fies for both the exception in paragraph (c)(1) of thi¢ion required to be submitted by control-owned under paragraph (b)(4) of this sec-
section (multiple controlling fifty-percent partners)ling fifty-percent partners and controlling tion during the partnership’s tax year;
and the exception in paragraph (c)(2) of this sectioten-percent partners All controlling (i) A list of transactions between the
(constructive owner exception))Smay only utilize ~fifty-percent partners and all controllingpartnership and any United States person
the paragraph (c)(1) exception to avoid its filingten-percent partners must submit the fobwning at the time of the transaction at
obligation. AccordinglyDC may file a single Form lowing information on Form 8865 in theleast a 10-percent direct interest (as de-
8865 on behalf of)Sand itself. However, that form form and manner and to the extent prdined in paragraph (b)(3) of this section)
must contain all the information that would havescribed by Form 8865 and its instrucin the foreign partnership;
been submitted haBC and US each submitted a tions— (iii) A statement of the aggregate of the
separate Form 8865. (i) A statement of the income, gain,partners’ distributive shares of items of in-
(3) Members of an affiliated group oflosses, deductions and credits allocated tmme, gain, losses, deductions and credits;
corporations filing a consolidated return.the direct interest in the partnership of the (iv) A statement of income, gain,
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losses, deductions and credits allocated swhedule on Form 8865 ask for informarules of this section; or

each United States person holding a diretibn that is not required to be reported on (ii) The provision of false or inaccurate
interest in the foreign partnership of terthe equivalent Form 1065 schedule, thimformation in purported compliance with
percent or more; and partner is not required to report that inforthe requirements of this section.

(v) Any other information mation on its Form 8865 if a copy of the (3) Penalties A United States person
Form 8865 or its accompanying instruceompleted equivalent Form 1065 schedhat fails to comply (as defined in para-
tions require controlling fifty-percent ule is attached to its Form 8865. A persograph (k)(2) of this section) with the re-
partners to submit. attaching copies of schedules from Forrporting requirements of this section must

(h) Method of reporting Except as 1065 to its Form 8865 must still completgpay the following penalties, subject to the
otherwise provided on Form 8865 or théhe parts of Form 8865 that the person i®asonable cause exception in paragraph
accompanying instructions, all amountsequired to complete as a controllingk)(4) of this section:
required to be furnished on Form 8863ifty-percent partner, or a controlling ten- (i) Dollar amount penalty—(A)
must be expressed in United States dagbercent partner, and for which there is n$10,000 penalty.A penalty of $10,000
lars. All statements required on or withequivalent Form 1065 schedule (for exshall be imposed for each tax year of each
Form 8865 pursuant to this section musimple, the first page of Form 8865). foreign partnership with respect to which
be in English. (2) Example The following example a failure to comply occurs.

(i) Time and place for filing returr- illustrates the application of this para- (B) Increase in penalty If a failure to
(1) In general Form 8865 must be filed graph (j): comply with the applicable reporting re-
with the United States person’s income ExampleUS a United States citizen, owns a 55%quirements of section 6038 and this sec-
tax return on or before the due date (inaterest inFPS a foreign partnership and calendation continues for more than 90 days after
cluding extensions) of that return. If theyear taxpayer. BecaustiSowns more than a 50% in- the date on which the Commissioner or
United States person is not required to filerest inFPS USis a controlling fifty-percent partner the Commissioner’s delegate mails notice
an income tax return for its tax year withof FPSand must file a Form 8865 with respecE®S ~ Of the failure to the United States person
which or within which the foreign part- During 2001,FPSearns gross income that is effec-required to file Form 8865, the person
nership’s tax year ends, but is required tively connected with the conduct of a trade or busimust pay an additional penalty of $10,000
file an information return for that yearness within the United States. Therefore, pursuant for each 30-day period (or fraction
(for example, Form 1065, “U.S. Partnersection 6031(e)(2)(BFPS must file Form 1065 for thereof) during which the failure contin-
ship Return of Income,” or Form 990,its 2001 tax year. IFPScompletes and files Form ues after the 90-day period has expired.
“Return of Organization Exempt from In-1065,US must use copies of the relevant schedules (C) Limitation. The additional penalty
come Tax"), the Form 8865 must be filedrom Form 1065 to completdSs Form 8865 for imposed on any United States person by
with the United States person’s informafPSs 2001 tax year. IFPSinstead had a Septembersection 6038(b)(2) and paragraph
tion return filed on or before the due dateo tax year pursuant to section 706, tdmust at-  (K)(3)(i)(B) of this section is limited to a
(including extensions) of that return. tach to its Form 1040 fdgSs 2001 tax year a Form maximum of $50,000 for each partnership

(2) Duplicate return If required by 8865 completed with respectf®Ss tax year ending for each tax year with respect to which the
the instructions to Form 8865, a duplicatseptember 30, 2001. FPSfiled a Form 1065 for its  failure occurs.

Form 8865 (including attachments andhx year ending September 30, 2001, tiémustuse (i) Penalty of reducing foreign tax

schedules) must also be filed. that Form 1065 to fulfill in part its reporting obliga- credit—(A) Effect on foreign tax credit
(j) Overlap with section 603%(1) In tions under section 6038 by attaching the relevarftailure to comply with the reporting re-
general A partner may be required to fileschedules from the Form 1065U8s Form 8865. guirements of section 6038 and this sec-

Form 8865 under this section and the for- (k) Failure to comply with reporting re- tion may cause a reduction of foreign tax
eign partnership in which it is a partnequiremernt—(1) In general Any United credits under section 901 (taxes of foreign
may also be required to file a Form 106%tates person required to file Form 886Bountries and of possessions of the United
under section 6031(e) for the same partinder Section 6038 and this section th&tates). In applying section 901 to a
nership tax year. However, if a foreigrfails to comply (as defined in paragraptUnited States person for any tax year with
partnership completes and files Forntk)(2) of this section) with the reportingor within which its foreign partnership’s
1065, the United States partner must useraquirements of this section, will be subtax year ended, the amount of taxes paid
copy of the relevant parts of Form 1065 tgect to the penalties described in paraand deemed paid under sections 902 and
fulfill certain of its filing obligations graph (k)(3) of this section. 960) by the United States person will be
under section 6038. Specifically, instead (2) Failure to comply A failure to reduced by 10 percent if the person fails
of completing the Form 8865 schedulesomply is separately determined for eacto comply. However, no tax deemed paid
that the person would otherwise be reforeign partnership for which a Unitedunder section 904(c) will be reduced
quired to complete as a controlling fifty-States person has a section 6038 reportingder the provisions of this paragraph
percent or a controlling ten-percent partebligation. A failure to comply with the (k)(3)(ii).

ner, the person must instead attach to itequirements of section 6038 includes the (B) Reduction for continued failurelf
Form 8865 copies of the relevant schedellowing— a failure to comply with the reporting re-
ules from Form 1065 that the instructions (i) The failure to report at the properquirements of section 6038 and this sec-
to Form 8865 state are considered equivéime and in the proper manner any infortion continues for more than 90 days after
lent to schedules on Form 8865. Shouldmation required to be reported under ththe date on which the Commissioner or

2000-2 I.R.B. 273 January 10, 2000



the Commissioner’s delegate mails notice Par. 5. Section 1.6038B-1 is amende81.83-6(d)(1) and the fair market

of the failure to the person required to fileas follows: value of the property transferred did

Form 8865, then the amount of the reduc- 1. The heading is revised. not exceed $100,000; or

tion in paragraph (k)(3)(ii))(A) of this sec- 2. The first three sentences of para- (B) * * *

tion will be 10 percent, plus an additionabraph (b)(1)(i) are removed and four sen- (3) The transferor properly reported the
5 percent for each 3-month period (otences are added in their place. income from the transfer on its timely-

fraction thereof) during which the failure 3. Paragraph (b)(2)(i)(A)}4s added. filed (including extensions) Federal in-

continues after the 90-day period has ex- 4. Paragraph (b)(2)(i)(B)}3s revised. come tax return for the taxable year that

pired. 5. Paragraph (b)(2)(i)(B)j4s added. includes the date of the transfer; or

(C) Limitation on reduction The 6. Paragraph (g) is revised. (4) The transfer is considered to be to a
amount of the reduction under paragraphs The added and revised provisions reafreign corporation solely by reason of
(K)(3)(ii)(A) and (B) of this section for as follows: 81.83-6(d)(1) and the fair market value of
each failure to furnish information re-81.6038B-1 Reporting of certain transthe property transferred did not exceed
quired under this section will not exceeders to foreign corporations $100,000.
the greater of $10,000, or the gross irt**** *okok ok k

come of the foreign partnership for its tax (b) * * * (1) * * * (i) Reporting proce-  (g) This section applies to transfers oc-

year with respect to which the failure ocdure Except for stock or securities quali-curring on or after July 20, 1998, except

curred. fying under the special reporting rule offor transfers of cash made in tax years be-
(D) Offset for dollar amount penalty paragraph (b)(2) of this section, and cemginning on or before February 5, 1999,

imposed The total amount of the reduc-tain exchanges described in section 354hich are not required to be reported

tion which, but for this paragraph(listed below), any U.S. person thaunder section 6038B, and except for para-

(k)(3)(ii)(D), may be made under thismakes a transfer described in sectiograph (e) of this section, which applies to

paragraph (k)(3)(ii) with respect to any6038B(a)(1)(A), 367(d) or (e), is requiredtransfers that are subject to 881.367(e)-

separate failure, may not exceed the mate report pursuant to section 6038B and(f) and 1.367(e)-2(e). See §1.6038B-1T

imum amount of the reductions that mayhe rules of this section and must attacfor transfers occurring prior to July 20,

be imposed, reduced (but not below zerdhe required information to Form 926,1998. See also §1.6038B-1T(e) in effect

by the dollar amount penalty imposed byReturn by Transferor of Property to aprior to August 9, 1999, (as contained in

paragraph (k)(3)(i) of this section with re-Foreign Corporation.” For special rule26 CFR part 1 revised April 1, 1999) for

spect to the failure. regarding cash transfers made in tax yeamansfers described in section 367(e) that
(4) Reasonable cause limitationThe beginning after February 5, 1999, seare not subject to §81.367(e)-1(f) and

time prescribed for filing a completeparagraphs (b)(3) and (g) of this sectiornl.367(e)-2(e).

Form 8865, and the beginning of the 90For purposes of determining a U.S. trans- Par. 6. Section 1.6038B-2 is amended

day period after the Commissioner or théeror that is subject to section 6038B, thas follows:

Commissioner’s delegate mails noticeules of §1.367(a)-1T(c) and 81.367(a)- 1. Paragraph (a)(b) is revised.

under paragraphs (k)(3)(i)(B) and (ii)(B)3(d) shall apply with respect to a transfer 2. Paragraph (c)(4) is revised.

of this section, will be treated as being nadescribed in section 367(a), and the rules 3. Paragraph (c)(6) is amended by re-

earlier than the last day on which reasoref §1.367(a)-1T(c) shall apply with re-moving the period at the end and adding

able cause existed for failure to furnistspect to a transfer described in sectioh and” in its place.

the information. The United States per367(d). Additionally, if in an exchange 4. Paragraph (j)(1) introductory text is

son may show reasonable cause by prdescribed in section 354, a U.S. persoamended by revising the first sentence.

viding a written statement to the Commisexchanges stock of a foreign corporation 5. Paragraph (j)(3) is added.

sioner’s delegate having jurisdiction ovein a reorganization described in section The revised and added provisions read

the person’s return to which the FornB68(a)(1)(E), or a U.S. person exchangess follows:

8865 should have been attached, settirejock of a domestic or foreign corporatior§1.6038B-2 Reporting of certain transfers

forth the reasons for the failure to complyfor stock of a foreign corporation pur-to foreign partnerships.

Whether a failure to comply was due tesuant to an asset reorganization described(a) * * *

reasonable cause will be determined bip section 368(a)(1)(C),(D), or (F), thatis (5) Time for filing Form 8865 The

the Commissioner, or the Commissioner’sot treated as an indirect stock transféform 8865 on which a transfer is reported

delegate, under all the facts and circuminder section 367(a), then the U.S. persanust be attached to the transferor’s timely

stances. exchanging stock is not required to repoffiled (including extensions) income tax
(5) Statute of limitations.For excep- under section return for the tax year that includes the
tions to the limitations on assessment i6038B. * * * date of the transfer. If the person required
the event of a failure to provide informa-=* * * * * to report under this section is not required
tion under section 6038, see section (2) * * * to file an income tax return for its tax year
6501(c)(8). (iy**=* during which the transfer occurred, but is
(I) Effective date This section applies (A) * ** required to file an information return for
to tax years of a foreign partnership end- (4) The transfer is considered to be to that year (for example, Form 1065, “U.S.
ing on or after December 31, 2000. foreign corporation solely by reason ofPartnership Return of Income,” or Form
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990, “Return of Organization Exemptgraph (i)(4) of this section for the defini-602 continues to read as follows:

from Income Tax”), the person should attion of a related person; Authority: 26 U.S.C. 7805.

tach the Form 8865 to its information re* * * * * Par. 8. In 81.602.101, paragraph (b) is

turn. @ *** (1) In general Except as oth- amended by revising the entries for

*okok ok k erwise provided in this section, this sec81.6038-2, §1,6038(B)-1, and §1.6038B-
(c)*** tion applies to transfers made on or aft&2 and adding an entry in numerical order
(4) The names and addresses of thlnuary 1, 1998. * * * to the table to read as follows:

other partners in the foreign partnershipt * * * * §602.101 OMB Control numbers.

unless the transfer is solely of cash and (3) Special rule for transfers made be* * * * *
the transferor holds less than a ten-percefdre January 1, 2000 Even if not re-  (b) ***
interest in the transferee foreign partnemported in accordance with the rules pro-

ship immediately after the transfer. Howwvided in paragraph (a)(5) of this section,

ever, for tax years of U.S. persons begirer paragraph (j)(1) or (2) of this section, a

ning on or after January 1, 2000, théransfer that occurred before January 1,
person reporting pursuant to sectio2000 will nevertheless be consideredpproved December 9, 1999.
6038B (the transferor) must provide thdimely reported if the transferor reports it
names and addresses of each Unitexh a Form 8865 attached to an amended
States person that owned a ten-percent tax return for the transferor’s tax year in
greater direct interest in the foreign partwhich the transfer occurred, provided
nership during the transferor’s tax year isuch amended return is filed no later than
which the transfer occurred, and th&eptember 15, 2000.

names and addresses of any other United (Filed by the Office of the Federal Register on De-
States or foreign persons that were dire§ART 602—OMB CONTROL cember 27, 1999, 8:45 am., and published in the

partners in the foreign partnership durin UMBERS UNDER THE issue of the Federal Register for December 28,1999,
that tax year and that were related to t RAPERWORK REDUCTION ACT 64 F.R. 72549)

transferor during that tax year. See para-

Robert Wenzel,
Deputy Commissioner
of Internal Revenue.

Jonathan Talisman,
Acting Assistant Secretary
of the Treasury.

Par. 7. The authority citation for part

CFR part or section where Current OMB

identified and described control No.

* k k k%

180882 . . i 1545-1617

1.B088-3 . . i 1545-1617

LoB0388B-d . . o e 1545-1617

* k k k%

LoB038B 2 . . 1545-1617
Section 6046A.—Returns As To Return Requirement for United final regulations under section 6046A of
Interests In Foreign Partnerships States Persons Acquiring or the Internal Revenue Code relating to the

Disposing of an Interest in a requirement that United States persons, in

26 CFR 1.6046A-1:Return requirement for United . .
States persons who acquire or dispose of an intere!;:torelgn Partnershlp, or Whose

in a foreign partnership, or whose proportional Proportional Interest in a

interest in a foreign partnership changes : :
substantially. Foreign Partnership Changes

certain circumstances, file a return if they
acquire or dispose of an interest in a for-
eign partnership, or if their proportional
interest in a foreign partnership changes.

AGENCY: Internal Revenue ServicepaTgs: Effective Date: December 29,
T.D. 8851 (IRS), Treasury. 1999,

ACTION: Final regulations. Applicability Dates: For dates of ap-
DEPARTMENT OF THE TREASURY plicability of §1.6046A-1, see §1.6046A-

Internal Revenue Service SUMMARY: This document contains 1().
26 CFR Parts 1 and 602
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FOR FURTHER INFORMATION CON- Explanation of Provisions and ments regarding whether the section
TACT: Eliana Dolgoff, (202) 622-3860 Summary of Comments 6046A reporting obligation should also be
(not a toll-free number). reduced for other tax-exempt entities.

. Commentators requested that section . .
SUPPLEMENTARY INFORMATION: . ) ) -
6046A reporting not be required of United A U_nlted St?‘es person required to_ re
ort information pursuant to section

Paperwork Reduction Act States persons that are indirect partners i

a partnership. For example, a Uniteé%d'6A must do so by completing and fil-

The collection of information con- States person would not be required to r ng Form 8865. A final version of Form

tained in these final regulations has beeport under section 6046A with respect t ggg V\_’;” be reIeas_cTIdbprlcE)rl t?{ J:nua:y 1d
reviewed and approved by the Office ofin interest in a foreign partnership that th - taxpayers wifl be able to downloa
Management and Budget in accordangeerson owned indirectly through anothe’El copy of the form and its instructions
with the Paperwork Reduction Act ofpartnership. Unlike section 6038, sectiofj 0" (€ IRS Internet website located at
1995 (44 U.S.C. 3507(d)) under controB046A reporting may apply with respectWWW"rS'UStreas'gov'
number 1545-1646. Responses to thi® any foreign partnership, not just for- The final regulations apply to re-
collection of information are mandatory. eign partnerships controlled by U.S. perPortable events that occur on or afFer Ja_n-
An agency may not conduct or sponsogons. Accordingly, the IRS agrees that rélary 1, 2000. Acquisitions and disposi-
and a person is not required to respond tporting should not be required for indirections of fqre|gn part.nersh|p interests, and
a collection of information unless it dis-acquisitions, dispositions, and changes ifanges in proportional foreign partner-
plays a valid control number assigned bproportional foreign partnership interestsship interests, occurring before January 1,
the Office of Management and Budget. because it would be burdensome and di#000, are not required to be reported
The burden of complying with the col-ficult for some partners to discover and!nder section 6046A.
lection of information required to be re-keep track of such events. Additionally, if | Anal
ported on Form 8865 is reflected in théection 6046A reporting were required foPecial Analyses

burden for Form 8865. “Return of U.S.changes in indirectly owned foreign part- . .
: o . It has been determined that this Trea-
Persons With Respect to Certain Foreighership interests, then a transfer of an in-

ins.” terest in one entity in a chain of entities at- Y de_cision s not a_significar_]t regula-
Partnerships. y tory action as defined in Executive Order

Suggestions for reducing the burden adl® Pottom of which is a foreign partner-, o - Therefore, a regulatory assess-
sociated with this rule should be sent t§NiP could result in multiple, duplicative, - "= required.

the Internal Revenue ServiceAttn: IRS  S€Ction 6046A reporting obligations. . o
Reports Clearance Officer, OP:FS:Fp, Thus, the final regulations substantially This Treasury decision finalizes a no-

Washington, DC 20224, and to tadfice 'educe the burden section 6046A wouldice of proposed rulemaking published
of Management and BudgetAttn: Desk 1ave imposed on taxpayers under the pr&:ieptember 9, 1998. It has been deter-
Officer of the Department of the TreasuryP0Sed regulations. The final regulationgined that section 553(b) of the Adminis-
Office of Information and Regulatory Af- Provide that under 81.6046A-1(a)(1), drative Procedure Act (5 U.S.C. chapter 5)
fairs, Washington, DC 20503, United States person is only required tgoes not apply to the final regulations is-

report pursuant to section 6046A if thapued pursuant to the notice of proposed

Books or records relating to this collec- : :
g erson has a “reportable event.” A persoftlemaking published on September 9,

tion of information must be retained as’ . ; i ;
|0ng as their contents may become mate?_an On|y have a reportab'e event with re1998 Itis hereby certified that this Trea-

i i ip ipury decision will not have a significant
ial in the administration of any internaISpaetCt ;;Eagyvcnusla; fgirri'gtniﬁ?er:gzﬁzlriﬁzcoynomic impact on a substantigl number
revenue law. Generally, tax returns anH1 P

| A ) . artnership_ More Specifica”y the Ur"ted)f Sma.” entities. ThIS Certiﬁcation iS
tax return information are confidential, a% : T :
tates person must acquire or dispose of@sed on the fact that the amount of time

required by 26 U.S.C. 6103. direct interest in the foreign partnershipfequired to complete the form and file the

Background or have a change in its direct proportiondnformation required under these regula-
interest, in order to have a reportabl&ons is brief and will not have a signifi-
On September 9, 1998, the IRS pubevent under section 6046A. Seé&ant impact on those small entities that
lished in theFederal Register(63 FR §1.6046A-1(b)(1). are required to provide notification. Fur-
48154(REG-209060-86, 1998-39 I.R.B. Some commentators also requested thdtermore, the number of small entities
18)) proposed regulations under sectiothe final regulations exempt state and locahat will be required to file the form is not
6046A. A public hearing on the proposedjovernment employee retirement pIan§UbS_t"?‘_m'a|- Acgordlngly, a Regulatory
regulations was held on November 10from the section 6046A reporting requiref!exibility Analysis under the Regulatory
1998, even though no requests to speakments. The final regulations provide thaflexibility Act (5 U.S.C. chapter 6) is not
the hearing were received. Though ntrusts relating to state and local governequired.
comments were made at the hearing, writhent employee retirement plans are not Pursuant to section 7805(f) of the Inter-
ten comments were received. After considequired to report under section 6046Anal Revenue Code, the notice of proposed
eration of all of the written comments, thaunless required to do so in the instructionsilemaking preceding these regulations
proposed regulations under section 6046 Form 8865, “Return of U.S. Personsvas submitted to the Small Business Ad-
are adopted as revised by this Treasury défith Respect To Certain Foreign Partneministration for comment on its impact on
cision. The revisions are discussed belowships.” The IRS and Treasury invite comsmall business.
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Drafting Information direct interest in the partnership. For purinterests resulting from a partner  with-
L i poses of this paragraph (b)(1)(i)(A), ardrawing from the partnership. A propor-
The principal author of these final reg-qqyisition includes an increase in a petional change may also occur by operation
ulations is Eliana Dolgoff of the Office of 555 girect proportional interest; or of the partnership agreement, for exam-
Associate Chief Counsel (International). gy gypject to paragraph (b)(2) of thisple, if the partnership agreement provides
However, other personnel from the IRSgction, compared to the person’s diredhat a partner's interest in profits will
and the Treasury Department participatefierest when the person last had a rehange on a set date or when the partner-
in their developﬂe*nz.* portable event, after the acquisition thehip has earned a specified amount of
person’s direct interest has increased by ptofits and one of those events occurs.
least a ten-percent interest. (4) Ten-percent interestUnder section
(i) Dispositions A United States per- 6046A(d) and this section, tan-percent
Accordingly, 26 CFR parts 1 and 602on that disposes of a foreign partnershipterestin a foreign partnership, as de-
are amended as follows: interest has a reportable event if— scribed in section 6038(e)(3)(C) and the
(A) The person owned a ten-percent aregulations thereunder, means an interest
PART 1—INCOME TAXES greater direct interest in the partnershipqual to ten percent of the capital interest
Par. 1. The authority citation for part 1befor_e the_ qlisposition and as a result ah such partnership, an ir_1terest e_qual to
fhe disposition the person owns less thaen percent of the profits interest in such
a ten-percent direct interest. For purposgmartnership, or an interest to which ten

Amendments to the Regulations

is amended by adding an entry in numer
cal order to read in part as follows:

Authority: 26 U.S.C. 7805 * * * of this paragraph (b)(1)(ii)(A), a disposi-percent of the deductions or losses of such
Section 1.6046A-1 also issued undefion includes a decrease in a person’s dpartnership are allocated.
26 U.S.C. 604BA. * * * rect proportional interest; or (5) United States persorUnited States

Par. 2. Section 1.6046A-1 is added to (B) Subject to paragraph (b)(2) of thispersonmeans a person described in sec-
read as follows: section, compared to the person’s diret¢ion 7701(a)(30).

§1.6046A-1 Return requirement fofnterest when the person last had a re- (6) Foreign partnership Foreign part-
United States persons who acquire or digeortable event, after the disposition th@ershipmeans any partnership that is a
pose of an interest in a foreign partnerperson’s direct interest has decreased lbgreign partnership under sections
ship, or whose proportional interest in ait I_e_z_ast a ten-percent inter_est. _ 7701(a)(2) and (5).
foreign partnership changes (iii) Char_lges in proportional interests @) Ex_amples_ The rule_s of paragraph

not otherwise reportable as acquisitionga) of this section and this paragraph (b)

substantially ) o ) :
(a) Return requirement(1) General ©f dispositions under paragraphare illustrated by the following examples:

rule. If a United States person has a rdP)(1)()(A) or (b)(1)(ii)(A) of this sectian  Example 1. Acquisition of an indirect interesP,
portable event (as defined in paragrapﬁ United States person has a reportableforeign partnership, has two partn&61 andFC2,

(b)(L) of this section) during the person’?‘(ent if,_ subject to paragraph (b)(2) OfJoth foreign corporationsFC1 owns a 40% interest
tax year, then, except as provided in paréhls sectlon,_ compared to the pers_on’s din FP, andFC2 owns a 60% interest FP. No United
graph (f) of this section, the United Statekect proportional interest the last time thetates person owns an interest either directly, or
person is required to complete and f”@erson_had a repo_rtable_ event, the [_Detrenstructively under section 6038(e)(3)(C) and section
Form 8865, “Return of U.S. Persons wit|son's direct proportional interest has in267(c). On January 1, 2001S a United States per-
Respect To Certain Foreign Partnerships?*ease‘j or decreased_by at least the equéen and calendar year taxpayer, acquires by purchase
containing the information described irlent of a t_en-percent mte_rest. ~100% ofFC2s stock. UShas acquired an indirect in-
paragraph (c) of this section. _ (2) Special rule for foreign partnership terest of 60% ifFP. See sections 6038(e)(3)(C) and
(2) Separate return for each partner-'”teres_ts owned on December 31, 1999267(c)(1). HoweverJSis not required to report the
ship If a United States person has a réf a United States_ person owne_d aten-pe.ﬂanuary 1, 2001 indirect acquisition under section
portable event with respect to an intere&ent or gr_eater direct interest in a foreigmo46A. USdid not own a 10% or greater direct inter-
in more than one foreign partnership, th@artnersh!p on December 31, 1999, thesst inFP before the acquisition, andSdoes not own
United States person must file a separa[@ determine whether the person has a re10% or greater direct interest as a result of the acqui-
Form 8865 for each foreign partnership. portat_)le event__ under par_z_i_graphition. (USmust, however, comply with the reporting
(b) Definitions—(1) Reportable event (b)(l)(l)(B), (b)(D)(ii)(B), or (b)(2)(iii) of requirements under section 6038 (controlled foreign
There are three categories of reportabF@'S section, the comparison should beorporation and controlled foreign partnership report-
events under section 6046A: acquisimade to the person’s direct interest on Deéng) with respect t&C2 andFP.)
tions, dispositions, and changes in propoF—ember 31, 1999. Once the person has aexample 2 Acquisition of direct interests (i)
reportable event after December 31, 1999ssume the same facts Bzample 1 In addition,
future comparisons should be made bynh June 1, 2001JS purchases a 5% direct interest
r{_eference to the last reportable event.  in FP from FC1 USdid not own a 10% or greater
terest has a reportable event if— (3) Change in a_prop(_)rtional i_nterest direct interest ifFP before the acquisition. After the
(A) The person did not own a ten—perA_ partner’s pro_portmnal interest in a for-acquisition,US does not own a direct interest of
cent or greater direct interest in the par€9" partnership may change for a numbep% or more.USowns a 10% or greater total inter-
nership and as a result of the acquisitioﬂf reasons, for example,_ the change magt (direct and indirect), but only a 5% direct inter-
the person owns a ten-percent or greatEfe caused by changes in other partnersst. ThereforeJSis not required to report the June

tional interests.
(i) Acquisitions A United States per-
son that acquires a foreign partnership i
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1, 2001, acquisition under section 6046A. ner of FP, withdraws fromFP, and as result)Ss (d) Time and manner for filing returns
(i) On September 1, 2001S purchases a 7% direct interest ifFP increases by a 7% interest. TheThe Form 8865 must be filed with the
direct interest inFP from FC1. The September 1, increase inJSs direct interest is considered an actimely filed (including extensions) in-
2001 acquisition constitutes a reportable event undquisition of an interest under paragraph (b)(1)())(Acome tax return of the United States per-
paragraph (b)(1)(i)(A) of this section. Before theof this section.USdid not own a 10% or greater di- son for the tax year in which the re-
September 1 acquisitiok)S did not own a 10% or rect interest irFP beforeFC withdrew, and as a re- portable event occurs. If the United
greater direct interest iP. After the September 1 sult of the increase iSs direct interest because of States person is not required to file an in-
acquisition,US owns a 12% direct interest, andFC's withdrawal fromFP, US now owns a 10% or come tax return for its tax year in which
therefore, as a result of the September 1 acquisitiogreater direct interest iP. ThereforeUSmustre- the reportable event occurs, but is re-
USnow owns a 10% or greater direct interesElh  port under section 6046A the increase&Jiis direct quired to file an information return for
ConsequentlyUS must report its September 1 ac-interest resulting from the withdrawal &C from  that year (for example, Form 1065, “U.S.
quisition under section 6046A on Form 8865 filed=P on Form 8865 filed wittSs tax return folUSs  Partnership Return of Income,” or Form
with USs 2001 income tax return. 2001 tax year. 990, “Return of Organization Exempt
(ii)y On December 1, 2001)Sacquires an addi- () Content of return The Form 8865 from Income Tax”), the United States per-
tional 4% direct interest iffP from FC1, so that that must be filed under paragraph (a)(d9on should attach the Form 8865 to its in-
USs total direct interest has increased from 12% t@f this section must contain the followingformation return filed for that tax year.
16%. This acquisition does not constitute a reinformation in such form and manner and (e) Duplicate returns If required by
portable event. Compared WSs direct interest to the extent that Form 8865 and its inthe instructions to Form 8865, a duplicate
whenUS last had a reportable event (12% on Sepstructions prescribe— Form 8865 (including attachments and
tember 1, 2001), after acquiring the 4% intetéSs (1) The name, address, and taxpayethedules) must also be filed.
direct interest has not increased by at least a 10% déentification number of the United States (f) Persons excepted from filing
rect interest (i.e., its direct interest increased by onlperson required to file the return; return—(1) Section 6038B overlap|f a
4%). ThereforeUSdoes not have to report the De-  (2) Information about other personsUnited States person acquires an interest
cember 1, 2001, acquisition under section 6046Aforeign or domestic) whose interests ifin a foreign partnership as a result of a
On April 1, 2002 FC2 distributes a 6% direct inter- the foreign partnership the person reporsection 721 contribution required to be re-
estinFP to US USnow owns a 22% direct interesting under section 6046A is considered tported under section 6038B, and the per-
in FP. Compared tdJSs direct interest whewS —own under section 6038(e)(3)(C) and se&on properly reports the contribution
last had a reportable event (12% on September tipn 267(c); under section 6038B, then the United
2001), after the April 1 acquisitiddSs direct inter- (3) Information about all foreign enti- States person is not required to report the
est has increased by at least a 10% interest (12%ties that were disregarded as entities sep@equisition of the partnership interest
22%). USmust report the April 1, 2002 acquisition rate from their owners under 88301.7701under section 6046A(a) should it consti-
on a Form 8865 attached tSs 2002 income tax 2 and 301.7701-3 of this chapter that wergite a reportable event under paragraph
return. owned by the foreign partnership duringb)(1) of this section. The acquisition will
Example 3. Change in proportional interest re-the partnership’s tax year ending with ogtill constitute a reportable event for pur-
sulting from withdrawal of a partnerAssume the Within the tax year of the person filingposes of making future comparisons pur-
same facts aExample 3 In addition, on January 5, Form 8865 pursuant to section 6046A; suant to paragraphs (b)(1)(i)(B),
2003,FC2withdraws entirely fronFP. As aresult,  (4) For each reportable event, the datgy)(1)(ii)(B) and (b)(1)(iii) of this section.
the direct interests diS and FC1in FP each in- of the event, the type of event (acquisiA person that fails to properly report the
crease by at least the equivalent of 10% interestion, disposition, or change in proporsection 721 contribution under section
Compared tdUSs direct interest the last timgS  tional interest), and the United States pe6038B and the regulations thereunder and
had a reportable event (22% on April 1, 2002§s  son’s direct percentage interest in thenhat fails to properly report the acquisition
direct interest has increased by at least the equivtereign partnership immediately beforeof the partnership interest under section

lent of a ten percent interest. Theref&ghas had and immediately after the event; 6046A may be subject to the penalties ap-
a reportable event pursuant to paragraph (b)(1)(ii)) (5) The fair market value of the interesplicable to a failure to comply with the re-
of this section, antJS must report the change in its acquired or disposed of; quirements of section 6038B, as well as

interest resulting fronFC2s withdrawal from the (6) Information about partnerships (forthe penalties applicable for a failure to
partnership otJSs Form 8865 filed wittUSs 2003 eign and domestic) in which the foreigrcomply with the requirements of section
tax year income tax return. partnership owned a direct interest, or 8046A. See paragraph (h) of this section
Example 4. Change in proportional interest con-constructive interest of ten percent ofor more information about the penalties
stituting an acquisition. FRs a foreign partnership more under sections section 267(c)(1) anfdr failure to comply with the require-
that has no United States persons as direct or cofB) and the regulations thereunder, duringhents of section 6046A.
structive partnersUSis a United States person andthe partnership’s tax year ending with or (2) Trusts relating to state and local
a calendar year taxpayer. On January 1, 20@, within the tax year of the person filinggovernment employee retirement plans
purchases an 8% direct interesfin. USis notre- Form 8865 pursuant to section 6046AThe return requirement of section 6046A
quired to report this acquisitionUS did not own a and does not apply to trusts relating to state
10% or greater direct interestfi, andUSdoes not (7) Any other information required toand local government employee retire-
own a 10% or greater direct interest as a result of tiee submitted by Form 8865 and its inment plans, unless the instructions to
acquisition. On March 1, 200EC, a foreign part- Structions. Form 8865 provide otherwise.
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(3) Reporting under this section noterwise provided on Form 8865, or the ac- Par. 3 The authority citation for part
required of partnerships excluded froncompanying instructions, any amounts re602 continues to read as follows:
the application of subchapter.KThe re- quired to be reported under section 6046A Authority: 26 U.S.C. 7805.
porting requirements of this section willand this section must be expressed in Par. 4 In 8602.101, paragraph (b) is
not apply to any United States person itnited States dollars, with a statement cimended by adding an entry in numerical
respect of an eligible partnership as dahe exchange rates used. All statementsder to the table to read as follows:
scribed in 81.761-2(a) in which thatrequired on or with Form 8865 pursuan§602.101 OMB Control numbers.

United States person is a partner, if sudio this section must be in English. *okok ok k

partnership has validly elected to be ex- (h) Penalties for violating section (b) ***

cluded from all of the provisions of sub-6046A For penalties for violating section Robert Wenzel
chapter K of chapter 1 of the Internab046A, see sections 6679 and 7203. Deputy Commissionér
Revenue Code in the manner specified (i) Statute of limitations For excep- of Internal Revenue.

in 81.761-2(b)(2)(i), or is deemed totions to the limitations on assessment in

have elected to be excluded from all ofhe event of a failure to provide informa-

the provisions of subchapter K of chaption under section 6046A, see sectioApproved December 9, 1999.

ter 1 of the Internal Revenue Code in a®t501(c)(8).

cordance with the provisions of 81.761- (j) Effective date This section applies

2(b)(2)(ii). to reportable events occurring after De-
(4) Exclusion for satellite organiza- cember 31, 1999. No reporting under sec-

tions The return requirement of sectiortion 6046A is required for reportable(Filed by the Office of the Federal Register on

6046A does not apply to the Internationa¢vents occurring on or before Decembelgecember 27,1999, 8:45 a.m. and published in the

Telecommunications Satellite Organiza31, 1999. _ ' e

tion (or a successor organization) or the issue of the Federal Register for December 28, 1999,

International Maritime Satellite Organiza-PART 602—OMB CONTROL 64 F.R. 72555)

tion (or a successor organization). NUMBERS UNDER THE
(g) Method of reporting Except as oth- PAPERWORK REDUCTION ACT

Jonathan Talisman,
Acting Assistant Secretary
of the Treasury.

CFR part or section where Current OMB
identified and described control No.

* k % * %

L8048 A . o e 1545-1646

* k % * %

Section 7520.—Valuation Tables Section 7872.—Treatment of
Loans with Below-Market
Interest Rates

The adjusted applicable federal short-term, mid-
term, and long-term rates are set forth for the month The adjusted applicable federal short-term, mid-
of January 2000. See Rev. Rul. 2000-1, page 250.term, and long-term rates are set forth for the month
of January 2000. See Rev. Rul. 2000-1, page 250.
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Part Ill. Administrative, Procedural, and Miscellaneous

26 CFR 601.105: Examination of returns and ductible. with the performance of services as an
etemiation o comett o anirye 02 Section 274(n) generally limits theémployee under a reimbursement or other
(Also Part I, §8 62, 162, 267, 274; 1.62-2, 1.162-17amount allowable as a deduction under 8xpense allowance arrangement with a
1.267(a)-1, 1.274-5T, 1.274(d)-1T.) 162 for any expense for food, beverage§ayor.

or entertainment to 50 percent of the .06 Section 62(c) provides that an
Rev. Proc. 2000-9 amount of the expense that otherwisarrangement will not be treated as a reim-

would be allowable as a deduction. In thbursement or other expense allowance
case of any expenses for food or bevearrangement for purposes of §
ages consumed while away from homé2(a)(2)(A) if it—

This revenue procedure updates Re{Within the meaning of § 162(a)(2)) by an (1) does not require the employee to
Proc. 98-64, 1998-52 |.R.B. 32, by proindividual during, or incident to, the pe-substantiate the expenses covered by the
viding rules under which the amount ofiod of duty subject to the hours of servicarrangement to the payor, or
ordinary and necessary business expendigitations of the Department of Trans-  (2) provides the employee with the
of an employee for lodging, meal, and inPortation, § 274(n)(3) gradually increasegight to retain any amount in excess of the
cidental expenses or for meal and incideribe deductible percentage to 80 percegfpstantiated expenses covered under the
tal expenses incurred while travelindor taxable years beginning in 2008. Fogrrangement.
away from home will be deemed substarfaxable years beginning in 2000, the de- gection 62(c) further provides that the
tiated under § 1.274-5T of the temporargluctible percentage for these expenses dgpstantiation requirements described
Income Tax Regulations when a payof0 percent. therein shall not apply to any expense to
(the employer, its agent, or a third party) .03 Section 274(d) provides, in partthe extent that, under the grant of regula-
provides a per diem allowance under a r¢hat no deduction shall be allowed under &ry authority prescribed in § 274(d), the
imbursement or other expense allowanck62 for any traveling expense (includingCommissioner has provided that substan-
arrangement to pay for such expenseseals and lodging while away fromtiation is not required for such expense.
This revenue procedure also provides a@mome) unless the taxpayer complies with g7 under § 1.62-2(c)(1) a reimburse-
optional method for employees and selfeertain substantiation requirements. Thgent or other expense allowance arrange-
employed individuals to use in computingsection further provides that regulationgnent satisfies the requirements of § 62(c)
the deductible costs of business meal anday prescribe that some or all of the sub¢ it meets the requirements of business
incidental expenses paid or incurred whilstantiation requirements do not apply t@onnection, substantiation, and returning
traveling away from home. Use of aan expense that does not exceed gfnounts in excess of expenses as speci-
method described in this revenue proceemount prescribed by such regulations. fied in the regulations. Section 1.62-
dure is not mandatory and a taxpayer may .04 Section 1.274(d)-1T(a) of the reg2T(e)(2) specifically provides that sub-
use actual allowable expenses if the taxrations, in part, grants the Commisstantiation of certain business expenses in
payer maintains adequate records or othgjoner the authority to prescribe rules reaccordance with rules prescribed under
sufficient evidence for proper substantiatating to reimbursement arrangements ahe authority of § 1.274(d)-1T(a) or
tion. This revenue procedure does nqjer diem allowances for ordinary andL.274-5T(j) will be treated as substantia-
provide rules under which the amount Of]ecessary expenses pa|d or incurreibn of the amount of such expenses for
an employee’s lodging expenses will behile traveling away from home. Pur-purposes of § 1.62-2. Under § 1.62-
deemed substantiated when a payor prguant to this grant of authority, the Com2(f)(2), the Commissioner may prescribe
vides an allowance to pay for those exmissioner may prescribe rules underules under which an arrangement provid-
penses but not meal and incidental exyhich such arrangements or allowancesng per diem allowances will be treated as
penses. if in accordance with reasonable busisatisfying the requirement of returning
SECTION 2. BACKGROUND AND ness practice, will be r_eg_arded (1) aamounts in excess of expenses, even
CHANGES equivalent to substantlatlon,_by adethough the arrangement does.not require
quate records or other sufficient evithe employee to return the portion of such

.01 Section 162(a) of the Internal Revdence, of the amount of such travel exan allowance that relates to days of travel
enue Code allows a deduction for all theenses for purposes of § 1.274-5T(ckubstantiated and that exceeds the amount
ordinary and necessary expenses paid 8Rd (2) as satisfying the requirements aff the employee’s expenses deemed sub-
incurred during the taxable year in carryan adequate accounting to the employetantiated pursuant to rules prescribed
ing on any trade or business. Under th&f the amount of such travel expensesnder § 274(d), provided the allowance is
provision, an employee or self-employedor purposes of § 1.274-5T(f). reasonably calculated not to exceed the
individual may deduct expenses paid or .05 For purposes of determining adamount of the employee’s expenses or an-
incurred while traveling away from homejusted gross income, § 62(a)(2)(A) allowdicipated expenses and the employee is re-
in pursuit of a trade or business. Howan employee a deduction for expenses duired to return any portion of such an al-
ever, under § 262, no portion of suchowed by Part VI (§ 161 and following), lowance that relates to days of travel not
travel expenses that is attributable to pesubchapter B, chapter 1 of the Code, pagHbstantiated.
sonal, living, or family expenses is de-or incurred by the employee in connection .08 Section 1.62-2(h)(2)(i)(B) provides
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that if a payor pays a per diem allowanc&ederal per diem rate, a flat rate or statesbnable business practice. Thus, for ex-
that meets the requirements of § 1.6%chedule, or in accordance with any otheample, an hourly payment to cover meal
2(c)(1), the portion, if any, of the al-Service-specified rate or schedule. and incidental expenses paid to a pilot or
lowance that relates to days of travel sub- .02 Federal per diem rate flight attendant who is traveling away
stantiated in accordance with § 1.62-2(e), (1) General rule The Federal per from home in connection with the perfor-
that exceeds the amount of the emgjem rate is equal to the sum of the Fedhance of services as an employee is an al-
ployee’s expenses deemed substantiatggh| |odging expense rate and the Feder@Wwance paid at a flat rate or stated sched-
for such travel pursuant to rules premeg| and incidental expense (M&IE) ratélle. Likewise, a payment based on the
scribed under § 274(d) and § 1.274(d)or the locality of travel. Each of thesghumber of miles travelece(g, cents per
1(a) or § 1.274-5T(j), and that the emyates for a particular locality in the conti-Mile) to cover meal and incidental ex-
ployee is not required to return, is subjeGiental United States (“CONUS”) is setPenses paid to an over- the-road truck dri-
to withholding and payment of employ-forth in Appendix A of 41 C.F.R., ChapterVer who is traveling away from home in
ment taxes. See 88 31.3121(a)-3301, as amended. See 41 C.F.R. Part 3@Rnnection with the performance of ser-
31.3231(e)-1(a)(5), 31.3306(b)-2, andr (1999), as amended, for specific rule¥ces as an employee is an allowance paid
31.3401(a)-4. Because the employee jggarding these Federal rates. Each 8f 2 flat rate or stated schedule.
not required to return this excess portionpese rates is established by the Secretary (2) Limitation. For purposes of this
the reasonable period of time provisiongf pefense for a particular nonforeign lofevenue procedure, an allowance that is
of § 1.62-2(g) (relating to the return of ex¢4|ity outside the continental Unitedcomputed on a basis similar to that used
cess amounts) do not apply to this porstates (*OCONUS") (including Alaska, in computing the employee’s wages or
tion. Hawaii, Puerto Rico, the Northern Mari-other compensatiore(g, the number of
.09 Under § 1.62-2(h)(2)()(BM, the ana Islands, and the possessions of theurs worked, miles traveled, or pieces
Commissioner may, in his or her discreynited States), and by the Secretary dfroduced) does not meet the business
tion, prescribe special rules regarding thetate for a particular foreign OCONUSconnection requirement of § 1.62-2(d), is
timing of withholding and payment of locality. Each of these OCONUS rates igot a per diem allowance, and is not paid
employment taxes on per diem a'published in the Per Diem Supplement t@t a flat rate or stated schedule, unless, as
lowances. the Standardized Regulations (GoverrPf December 12, 1989, (a) the allowance
.10 Section 1.274-5T(j) grants thement Civilians, Foreign Areas). Seeg., Was identified by the payor either by mak-
Commissioner the authority to establish §1aximum Travel Per Diem Allowancesing a separate payment or by specifically
method under which a taxpayer may elegbr Foreign Areas, PD Supplement 427identifying the amount of the allowance,
to use a specified amount for meals paigsued December 1, 1999. or (b) an allowance computed on that
or incurred while traveling away from (2) Locality of travel. The term “lo- Pasis was commonly used in the industry
home in lieu of substantiating the actuglyity of travel” means the locality whereln Which the employee is employed. See

cost of meals. an employee traveling away from home i¥ 1-62-2(d)(3)(ii).

.11 Section 5.04 of this revenue proceconnection with the performance of ser:
dure contains revisions to the list of highvices as an emp'oyee of the employ SECTION 4. PER DIEM

€

cost localities and to the high-low ratesytops for sleep or rest. SUBSTANTIATION METHOD

for purposes of section 5. ~ (3) Incidental expensesThe term 01 Per diem allowance If a payor
SECTION 3. DEEINITIONS “incidental expenses” includes, but is nopays a per diem allowance in lieu of reim-

limited to, expenses for laundry, cleaningursing actual expenses for lodging, meal,
.01Per diem allowanceThe term “per and pressing of clothing, and fees and tipgnd incidental expenses incurred or to be
diem allowance” means a payment undder services, such as for porters and bagncurred by an employee for travel away
a reimbursement or other expense agage carriers. The term “incidental exfrom home, the amount of the expenses
lowance arrangement that meets the r@enses” does not include taxicab fareshat is deemed substantiated for each cal-
quirements specified in § 1.62-2(c)(1) andpdging taxes, or the costs of telegrams @ndar day is equal to the lesser of the per
that is telephone calls. diem allowance for such day or the
(1) paid with respect to ordinary and .03Flat rate or stated schedule. amount computed at the Federal per diem
necessary business expenses incurred, or (1) In general. Except as provided rate for the locality of travel for such day
which the payor reasonably anticipatef section 3.03(2) of this revenue proce(or partial day, see section 6.04 of this
will be incurred, by an employee for lodg-dure, an allowance is paid at a flat rate gevenue procedure).
ing, meal, and incidental expenses or fastated schedule if it is provided on a uni- .02 Meals only per diem allowancelf
meal and incidental expenses for travebrm and objective basis with respect t@ payor pays a per diem allowance only
away from home in connection with thethe expenses described in section 3.01 ffr meal and incidental expenses in lieu of
performance of services as an employegis revenue procedure. Such allowanceimbursing actual expenses for meal and
of the employer, may be paid with respect to the number dhcidental expenses incurred or to be in-
(2) reasonably calculated not to exedays away from home in connection witlcurred by an employee for travel away
ceed the amount of the expenses or thhe performance of services as an enfrom home, the amount of the expenses
anticipated expenses, and ployee or on any other basis that is consithat is deemed substantiated for each cal-
(3) paid at or below the applicabletently applied and in accordance with reaendar day is equal to the lesser of the per
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diem allowance for such day or thesection 4.04(1) of this revenue proceduraway from home which, during any single
amount computed at the Federal M&IEmay treat $38 as the Federal M&IE ratérip away from home, usually involves
rate for the locality of travel for such dayfor any locality of travel in CONUS, travel to localities with differing Federal
(or partial day, see section 6.04 of thisnd/or $42 as the Federal M&IE rate foM&IE rates. For purposes of the preced-
revenue procedure). A per diem alany locality of travel OCONUS. A payoring sentence, a payor must determine that
lowance is treated as paid only for meahat uses either (or both) of these speciah employee or a group of employees is
and incidental expenses if (1) the payorates with respect to an employee musin the transportation industry” by using a
pays the employee for actual expenses fose the special rate(s) for all amounts sulethod that is consistently applied and in
lodging based on receipts submitted to thiect to section 4.02 of this revenue proceaccordance with reasonable business
payor, (2) the payor provides the lodginglure paid to that employee for travel awapractice.
in kind, (3) the payor pays the actual extrom home within CONUS and/or
penses for lodging directly to the provide©OCONUS, as the case may be, during theECTION 5. HIGH-LOW
of the lodging, (4) the payor does notalendar year. Similarly, an employee orUBSTANTIATION METHOD
have a reasonable belief that lodging exself-employed individual that uses either 1 general rule If a payor pays a per
penses were or will be incurred by théor both) of these special rates must US§em allowance in lieu of reimbursing ac-
employee, or (5) the allowance is comthe special rate(s) for all amounts comg expenses for lodging, meal, and inci-
puted on a basis similar to that used iputed pursuant to section 4.03 of this revggntg expenses incurred or to be incurred
computing the employee’s wages or othegnue procedure for travel away frorrby an employee for travel away from
compensatione(.g, the number of hours home within CONUS and/or OCONUS, ;5 me and the payor uses the high-low
worked, miles traveled, or pieces proas the case may be, during the calendaf,pstantiation method described in this
duced). year. o _section 5 for travel within CONUS, the
.03Optional method for meals only de- (3) Periodic rule A payor described 5 6unt of the expenses that is deemed
duction In lieu of using actual expensesin section 4.04(1) of this revenue proceg,pstantiated for each calendar day is
employees and self-employed individudure may compute the amount of the eMsqual to the lesser of the per diem al-
als, in computing the amount allowable aployee’s expenses that is deemed substagyance for such day or the amount com-
a deduction for ordinary and necessaryated under section 4.02 of this FeVENUS ted at the rate set forth in section 5.02
meal and incidental expenses paid or irprocedure periodically (not less fre-g¢ ihis revenue procedure for the locality
curred for travel away from home, mayquently than monthly), rather than dailyy¢ travel for such day (or partial day, see
use an amount computed at the Federay comparing the total per diem al-gaoction 6.04 of this revenue procedure).
M&IE rate for the locality of travel for lowance paid for the period to the sum ofy,ig high-low substantiation method may
each calendar day (or partial day, see settte amounts computed at the Federgls ,sed in lieu of the per diem substantia-
tion 6.04 of this revenue procedure) th&&IE rate(s) for the localities of travel yiy method provided in section 4.01 of
employee or self-employed individual isfor the days (or partial days, see sectiofis revenue procedure, but may not be
away from home. Such amount will be5.04 of this revenue procedure) the eM;sed in lieu of the meals only substantia-
deemed substantiated for purposes @loyee is away from home during the pegq4 method provided in section 4.02 or
paragraphs (b)(2) (travel away fronriod. For example, assume an employeg 3 of this revenue procedure.
home) and (c) of § 1.274-5T, provided thén the transportation industry travels away 4, Specific high-low rates The per
employee or self-employed individualfrom home within CONUS on 17 daysyiem rate set forth in this section 5.02 is
substantiates the elements of time, placéncluding partial days, see section 6.04 %201 for travel to any “high-cost locality”
and business purpose of the travel exhis revenue procedure) during a Calend%becified in section 5.03 of this revenue
penses in accordance with those regulaonth and receives a per diem allowancﬁrocedure, or $124 for travel to any other

tions. only for meal and incidental EXPENSefycaity within CONUS. Whichever per
.04 Special rules for transportation in- from a payor that uses the special rulgiem rate applies, it is applied as if it were
dustry. under section 4.04(2) of this revenue Pr%he Federal per diem rate for the locality

(1) In general This section 4.04 ap- cedure. The amount deemed substantis tavel. For purposes of applying the
plies to (a) a payor that pays a per dierated under section 4.02 of this revenUgigh-low substantiation method and the §
allowance only for meal and incidentalprocedure is equal to the lesser of the totgl74(n) limitation on meal expenses (see
expenses for travel away from home ager diem allowance paid for the month 0kaction 6.05 of this revenue procedure),
described in section 4.02 of this revenu§646 (17 days at $38 per day). the Federal M&IE rate shall be treated as
procedure to an employee in the trans- (4) Transportation industry defined $42 for a high-cost locality and $34 for
portation industry, or (b) an employee ofor purposes of this section 4.04 of thi§my other locality within CONUS.
self-employed individual in the trans-revenue procedure, an employee or self- 43 High-cost localities The following
portation industry who computes theemployed individual is “in the transporta-ogjities have a Federal per diem rate of
amount allowable as a deduction for medlon industry” only if the employee’s or $163 or more for all or part of the calen-
and incidental expenses for travel awaindividual’s work (a) is of the type that di- 4, year, and are high-cost localities for
from home in accordance with sectiomectly involves moving people or goodsy)| of the calendar year or the portion of
4.03 of this revenue procedure. by airplane, barge, bus, ship, train, of,a calendar year specified in parenthesis

(2) Rates A taxpayer described intruck, and (b) regularly requires travel,nqer the key city name:
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Key city

California
San Francisco
Sunnyvale/Palo Alto/San Jose
Tahoe City

Colorado

Aspen

(December 1-June 30)
Silverthorne/Keystone
Telluride

(November 1-March 31)
Vail

(December 1-March 31)

District of Columbia
Washington, D.C.

Florida
Key West
(December 15-April 30)

Idaho
Sun Valley
(June 1-September 30)

lllinois
Chicago

Maryland

County or other defined location

San Francisco
Santa Clara
Placer

Pitkin

Summit
San Miguel

Eagle

Washington, D.C.; the cities of Alexandria, Fairfax, and
Falls Church, and the counties of Arlington, Fairfax, and
Loudoun, in Virginia; and the counties of Montgomery and
Prince George’s in Maryland

Monroe

City limits of Sun Valley

Cook and Lake

(For the counties of Montgomery and Prince George’s, see District of Columbia)

Ocean City
(June 1-September 15)

Massachusetts
Boston
Cambridge
Martha’s Vineyard
(June 1-September 30)

Michigan
Charlevoix
(July 1-September 30)
Mackinac Island

Montana
Big Sky

New Jersey

Cape May

(June 1-September 30)
Ocean City

(June 15-September 15)
Piscataway/Bellemead
Princeton
Union County
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Worcester

Suffolk
Middlesex County (except Lowell)
Dukes

Charlevoix

Mackinac
Gallatin (except West Yellowstone Park)

Cape May (except Ocean City)
City limits of Ocean City
Somerset and Middlesex

City limits of Princeton
Union County
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New York

The Bronx/Brooklyn/Queens The boroughs of The Bronx, Brooklyn, and Queens

Manhattan Manhattan

Nassau County/Great Neck Nassau County

Suffolk County Suffolk County

White Plains City limits of White Plains
Pennsylvania

Hershey City limits of Hershey

(June 1-September 15)

Philadelphia Philadelphia
Utah

Park City Summit

(December 20-March 31)

Virginia
(For the cities of Alexandria, Fairfax, and Falls Church, and the counties of Arlington, Fairfax, and Loudoun, see
District of Columbia)

.04 Changes in high-cost localities Cynwyd, Pennsylvania; Newport, Rhodér.01 of this revenue procedure for the re-
The list of high-cost localities in sectionlsland; Hilton Head, South Carolina;quirement that the employee substantiate
5.03 of this revenue procedure differdyrtle Beach, South Carolina; Winter-the time, place, and business purpose of
from the list of high-cost localities in sec-green, Virginia; and Seattle, Washington.the expense.
tion 5.03 of Rev. Proc. 98-64. .05 Specific limitation .03 Federal per diem or M&IE rateA

(1) The following localities (gener- (1) Except as provided in sectionpayor is not required to reduce the Federal
ally listed by key cities) have been adde8.05(2) of this revenue procedure, a paygrer diem rate or the Federal M&IE rate
to the list of high-cost localities: Santahat uses the high-low substantiatiofior the locality of travel for meals pro-
Clara County, California; Tahoe City, Cal-method with respect to an employee mustded in kind, provided the payor has a
ifornia; Silverthorne/Keystone, Colorado;use that method for all amounts paid toeasonable belief that meal and incidental
Prince George’s County, Maryland; Mid-that employee for travel away from homexpenses were or will be incurred by the
dlesex County, Massachusetts (except tlvéthin CONUS during the calendar year. employee.
city limits of Lowell); Big Sky, Montana; (2) With respect to an employee de- .04 Proration of the Federal per diem
Bellemead, New Jersey; Middlesexscribed in section 5.05(1) of this revenuer M&IE rate. Pursuant to the Federal
County, New Jersey; Princeton, New Jemprocedure, the payor may reimburse acFravel Regulations, in determining the
sey; Nassau County/Great Neck, Neuwual expenses or use the meals only pé&rederal per diem rate or the Federal
York; Suffolk County, New York; and diem method described in section 4.02 dfi&IE rate for the locality of travel, the
Loudoun County, Virginia. this revenue procedure for any travelull applicable Federal M&IE rate is

(2) The portion of the year for whichaway from home, and may use the peavailable for a full day of travel from
the following are high-cost localitiesdiem substantiation method described i82:01 a.m. to 12:00 midnight. For pur-
(listed by key cities) has been changedsection 4.01 of this revenue procedure fquoses of determining the amount deemed
Aspen, Colorado; Vail, Colorado; Keyany OCONUS travel away from home. substantiated under section 4 or 5 of this
West, Florida; Sun Valley, Idaho, Ocean revenue procedure with respect to partial
City, Maryland; Ocean City, New Jersey,SECTlON 6. LIMITATIONS AND days of travel away from home, either of
Hershey, Pennsylvania; and Park City,SPEClAL RULES the following methods may be used to
Utah. . N .01In general The Federal per diem prlorate the Federal M_&IE rate to deter-

(3) The following localities (gener- 4¢e and the Federal M&IE rate describeline the Federal per diem rate or the Fed-
ally listed by key cities) have been re;, section 3.02 of this revenue procedur@ral M&IE rate for the partial days of
moved from the list of high-cost locali-¢o; the locality of travel will be applied in travel: _
ties: Gulf Shores, Alabama; Gualalayhe same manner as applied under the (1) Such rate may be prorated using
California; Yosemite National Park, Cali-Fgqeral Travel Regulations, 41 c.F.rthe method prescribed by the Federal
forn_|a; Delray Beach, qunda; .JUp'ter'Part 301-7 (1999), except as provided ifravel Regulatllons. Currently the Federal
Florida; Palm Beach, Florida; Singer Isgctions 6.02 through 6.04 of this revenuiravel Regulations allow three-fourths of
land, Florida; Bar Harbor, Maine; Balti'procedure. the applicable Federal M&IE rate for each
more, Maryland; Stateline, Nevada, ; ; artial day during which the employee or
Saratoga Syrin s, New York; Westchest 02 F_ederal per dle_m rate A _rece!pt peIf-em >I/o ed igndividual is trgv)élin

ga >prings, » WWESICNeSIgh |odging expenses is not required in de? ploy \ : €ling
County, New York (except. the city limits termining the amount of expenses deemdvay from home in _connect|on with the
of White Plains); West Point, New York; g ,,nstantiated under section 4.01 or 5.gi€rformance of services as an employee

Kill Devil Hills, North Carolina; Bala of this revenue procedure. See sectiol self-employed individual; or
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(2) Such rate may be prorated usingenses for lodging, meal, and incidentajraphs (b)(2) (travel away from home)
any method that is consistently applie@xpenses or for meal and incidental exand (c) (other than subparagraph
and in accordance with reasonable buspenses in accordance with section 4 or &)(iii)(A) thereof) of § 1.274-5T, the em-
ness practice. For example, if an emef this revenue procedure, any additiongdloyee is deemed to satisfy the adequate
ployee travels away from home from Qayment with respect to such expenses é&counting requirements of § 1.274-5T(f)
a.m. one day to 5 p.m. the next day, &eated as paid under a nonaccountabés well as the requirement to substantiate
method of proration that results in arplan, is included in the employee’s grosby adequate records or other sufficient ev-
amount equal to 2 times the Federahcome, is reported as wages or othadence for purposes of § 1.274-5T(c). See
M&IE rate will be treated as being in accompensation on the employee’s Forng 1.62-2(e)(1) for the rule that an arrange-
cordance with reasonable business pra@/-2, and is subject to withholding andment must require business expenses to
tice (even though only 1 _ times the Fedsayment of employment taxes. Similarlybe substantiated to the payor within a rea-
eral M&IE rate would be allowed underif an employee or self-employed individ-sonable period of time.
the Federal Travel Regulations). ual computes the amount allowable as a .02 An arrangement providing per diem

.05 Application of the appropriate 8§ deduction for meal and incidental ex-allowances will be treated as satisfying
274(n) limitation on meal expensesll penses for travel away from home in acthe requirement of § 1.62-2(f)(2) with re-
or part of the amount of an expenseordance with section 4.03 or 4.04 of thispect to returning amounts in excess of
deemed substantiated under this revenuevenue procedure, no other deduction expenses if the employee is required to re-
procedure is subject to the appropriatallowed to the employee or self-employedurn within a reasonable period of time (as
limitation under § 274(n) (see sectionndividual with respect to such expensesiefined in § 1.62-2(g)) any portion of
2.02 of this revenue procedure) on the dé-or example, assume an employee rsuch an allowance that relates to days of
ductibility of food and beverage ex-ceives a per diem allowance from a paydravel not substantiated, even though the
penses. for lodging, meal, and incidental expensearrangement does not require the em-

(1) When an amount for meal and inor for meal and incidental expenses inployee to return the portion of such an al-
cidental expenses is computed pursuant tarred while traveling away from home.lowance that relates to days of travel sub-
section 4.03 of this revenue procedurdpuring that trip, the employee pays forstantiated and that exceeds the amount of
the taxpayer must treat such amount as dmner for the employee and two busineshe employee’s expenses deemed substan-
expense for food and beverages. associates. The payor reimburses astiated. For example, assume a payor pro-

(2) When a per diem allowance ishusiness entertainment meal expense thiles an employee an advance per diem
paid only for meal and incidental ex-meal expense for the employee and thedlowance for meal and incidental ex-
penses, the payor must treat an amoutwo business associates. Because tpenses of $200, based on an anticipated 5
equal to the lesser of the allowance or theayor also pays a per diem allowance tdays of business travel at $40 per day to a
Federal M&IE rate for the locality of cover the cost of the employee’s mealdocality for which the Federal M&IE rate
travel for such day (or partial day, see se¢he amount paid by the payor for the ems $34, and the employee substantiates 3
tion 6.04 of this revenue procedure) as goloyee’s portion of the business entertairfull days of business travel. The require-
expense for food and beverages. ment meal expense is treated as paident to return excess amounts will be

(3) When a per diem allowance isunder a nonaccountable plan, is reportedeated as satisfied if the employee is re-
paid for lodging, meal, and incidental exas wages or other compensation on thgiired to return within a reasonable pe-
penses, the payor must treat an amouamployee’s Form W-2, and is subject tgiod of time (as defined in § 1.62-2(g)) the
equal to the Federal M&IE rate for the lo-withholding and payment of employmentportion of the allowance that is attribut-
cality of travel for each calendar day (otaxes. able to the 2 unsubstantiated days of
partial day, see section 6.04 of this rev- .07 Related parties.Sections 4.01, travel ($80), even though the employee is
enue procedure) the employee is awa4.02, 4.04 (to the extent it relates to seazot required to return the portion of the al-
from home as an expense for food antdon 4.02), and 5 of this revenue procelowance ($18) that exceeds the amount of
beverages. For purposes of the precedimnigire will not apply in any case in which ahe employee’s expenses deemed substan-
sentence, when a per diem allowance fgrayor and an employee are related withitiated under section 4.02 of this revenue
lodging, meal, and incidental expenses ide meaning of § 267(b), but for this purprocedure ($102) for the 3 substantiated
paid at a rate that is less than the Federabse the percentage of ownership interedays of travel. However, the $18 excess
per diem rate for the locality of travel forreferred to in § 267(b)(2) shall be 10 perportion of the allowance is treated as paid
such day (or partial day, see section 6.0gent. under a nonaccountable plan as discussed
of this revenue procedure), the payor ma in section 7.04 of this revenue procedure.
treat an amount equal to 40 percent ECTION 7. APPLICATION .03 An employee is not required to in-
such allowance as the Federal M&IE rate 51 |f the amount of travel expenses igl_ude in gross income_the portion of a per
for the locality of tra\(el for such dgy (or yeemed substantiated under the rules prgl_em_ allowance received from a payor
partial day, see section 6.04 of this reVgiqeqd in section 4 or 5 of this revenue prot_hat is less than or equal to the amount
enue procedure). _ cedure, and the employee actually Sutg__eemgd sub_stantlated und_er the rules pro-

.06 No double relmbursement_or destantiates to the payor the elements yided m_sectlon 4 or 5 of this revenue pro-
duction _If a payor pays a per diem al'time, place, and business purpose of tH@d_ure if the employee substantiates the
lowance in lieu of reimbursing actual eXy,gye| expenses in accordance with parg_usmess travel expenses covered by the
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per diem allowance in accordance withimitation (see section 2.02 of this rev-stantiated. See § 1.62-2(h)(2)(i)(B)
section 7.01 of this revenue procedureenue procedure) on meal and entertain-.03 In the case of a per diem al-
See § 1.274-5T(f)(2)(i). In addition, suchment expenses provided in § 274(n) andwance paid as an advance, the excess
portion of the allowance is treated as paithe 2-percent floor on miscellaneouslescribed in section 8.01 of this revenue
under an accountable plan, is not reportatemized deductions provided in § 67.  procedure is subject to withholding and
as wages or other compensation on the .06 An employee who does not receivpayment of employment taxes no later
employee’s Form W-2, and is exempt per diem allowance for meal and incithan the first payroll period following
from the withholding and payment of em-dental expenses may deduct an amoutite payroll period in which the days of
ployment taxes. See § 1.62-2(c)(2) andomputed pursuant to section 4.03 of thisavel with respect to which the advance
(c)(4). revenue procedure only as an itemized desas paid are substantiated. See § 1.62-
.04 An employee is required to includeduction. This itemized deduction is sub2(h)(2)(i)(B)(3). If some or all of the
in gross income only the portion of thgect to the appropriate limitation (see seadays of travel with respect to which the
per diem allowance received from a payaion 2.02 of this revenue procedure) omadvance was paid are not substantiated
that exceeds the amount deemed substaneal and entertainment expenses pravithin a reasonable period of time and
tiated under the rules provided in sectiomided in § 274(n) and the 2-percent floothe employee does not return the portion
4 or 5 of this revenue procedure if the emen miscellaneous itemized deductionsf the allowance that relates to those
ployee substantiates the business travptovided in § 67. days within a reasonable period of time,
expenses covered by the per diem al- .07 A self-employed individual may the portion of the allowance that relates
lowance in accordance with section 7.0fleduct an amount computed pursuant to those days is subject to withholding
of this revenue procedure. See § 1.274ection 4.03 of this revenue procedure iand payment of employment taxes no
5T(f)(2)(i)). In addition, the excess por-determining adjusted gross income undéater than the first payroll period follow-
tion of the allowance is treated as pai@ 62(a)(1). This deduction is subject toang the end of the reasonable period.
under a nonaccountable plan, is reportathe appropriate limitation (see sectiorbee § 1.62-2(h)(2)(i)(A).
as wages or other compensation on tHe02 of this revenue procedure) on meal .04 In the case of a per diem allowance
employee’s Form W-2, and is subject t@nd entertainment expenses provided indly for meal and incidental expenses for
withholding and payment of employment274(n). travel away from home paid to an em-
taxes. See § 1.62-2(c)(3)(ii), (c)(5), and .08 If a payor’s reimbursement or otheployee in the transportation industry by a
(n)(2)(1)(B). expense allowance arrangement evpayor that uses the rule in section 4.04(3)
.05 If the amount of the expenses that idences a pattern of abuse of the rules ofc§ this revenue procedure, the excess of
deemed substantiated under the rules pr62(c) and the regulations thereunder, athe per diem allowance paid for the period
vided in section 4.01, 4.02, or 5 of thigpayments under the arrangement will bever the amount deemed substantiated for
revenue procedure is less than the amouméated as made under a nonaccountalilee period under section 4.02 of this rev-
of the employee’s business expenses fptan. Thus, such payments are includeginue procedure (after applying section
travel away from home, the employeén the employee’s gross income, are re4.04(3) of this revenue procedure), is sub-
may claim an itemized deduction for thegorted as wages or other compensation gect to withholding and payment of em-
amount by which the business travel exthe employee’s Form W-2, and are subjegloyment taxes no later than the first pay-
penses exceed the amount that is deemedwithholding and payment of employ-roll period following the payroll period in
substantiated, provided the employee sulment taxes. See 8§ 1.62-2(c)(3), (c)(5which the excess is computed. See §

stantiates all the business travel expenses)d (h)(2). 1.62-2(h)(2)(i)(B)4&).
includes on Form 2106, Employee Busi- .05 For example, assume that an em-
ness Expenses, the deemed substantia@gC T'ON 8. WITHHOLDING AND ployer pays an employee a per diem al-

portion of the per diem allowance re.PAYMENT OF EMPLOYMENT

lowance to cover business expenses for
ceived from the payor, and includes in AXES. meals and lodging for travel away from
gross income the portion (if any) of the 51 The portion of a per diem al-home at a rate of 120 percent of the Fed-
per diem allowance received from thqowance, if any, that relates to the days &ral per diem rate for the localities to
payor that exceeds the amount deemgf,siness travel substantiated and that e¢hich the employee travels. The em-
substantiated. See § 1.274-5T(f)(2)(iil)ceeds the amount deemed substantiatRIPYer does not require the employee to
However, for purposes of claiming this¢y, those days under section 4.01, 4.02, Seturn the 20 percent by which the reim-
itemized deduction with respect to meak ¢ this revenue procedure is subject tgursement for those expenses exceeds the
and incidental expenses, substantiation Withholding and payment of employmemFederal per diem rate. The employee sub-
the amount of the expenses is not requirgdyos  gee § 1.62-2(h)(2)(i)(B). stantiates 6 days of travel away from
if the employee is claiming a deduction 55 |4 the case of a per diem allowancBome: 2 days in a locality in which the
that is equal to or less than the amourHaid as a reimbursement, the excess deederal per diem rate is $100 and 4 days
computed under section 4.03 of this revs.riped in section 8.01 of this revenud? @ locality in which the Federal per diem
enue procedure minus the amount deemegd o qure is subject to withholding andate is $125. The employer reimburses
substantiated under sections 4.02 and 7. %yment of employment taxes in the pa)}_he employee $840 for the 6 days of travel
of this revenue procedure. The itemizeg period in which the payor reimburse2WV&y from home (2 x (120% x $100) + 4
deduction is subject to the appropriatg,e expenses for the days of travel sufk (120% x $125)), and does not require

January 10, 2000 286 2000-2 |.R.B.



the employee to return the excess payme?fi CFR 601.601: Rules and regulations. amount is to be allocated among the

of $140 (2 days x $20 ($120-$100) + 4Also Part |, § 1397E) States by the Secretary on the basis of
days x $25 ($150-$125)). For the payroll their respective populations below the
period in which the employer reimb_urseﬁev_ Proc. 2000-10 poverty level (as defined by the_ Office of
the expenses, the employer must withhold Management and Budget) and is to be fur-
and pay employment taxes on $140. See ther allocated by the State to qualified
section 8.02 of this revenue procedure. SECTION 1. PURPOSE zone academies within the State or pos-
SECTION 9. EFFECT ON OTHER This revenue procedure sets forth th&®SSIon:

DOCUMENTS maximum face amount of Qualified Zone 03 Section 1397E(e)(4), as amended,
Academy Bonds (“Bond” or “Bonds”) by & 509 of the Tax Relief Extension Act

Rev. Proc. 98-64 is hereby supersedeatiat may be issued for each State durirﬁ 1999, Pub. L. 106-170, 113 Stat. 1860
for per diem allowances that are paid bota000. For this purpose “State” include$1999) provides that any carryforward of
(1) to an employee on or after January the District of Columbia and the posses? lImitation amount may be carried only

2000, and (2) with respect to lodgingsions of the United States. to the first 2 years (3 years for c_arryfor-
meal, and incidental expenses or with re- wards from 1998 or 1999) following the
spect to meal and incidental expense3ECTION 2. BACKGROUND unused limitation year. For this purpose a

limitation amount shall be treated as used
bn a first—in first—out basis.

, Pub. L. 105-34, 111 Stat. 821 4 Rev. Proc. 98-9, 1998-3 I.R.B. 56,

Rev. Proc. 98-64 is also hereby supefngg7) aqded § 1397E to the Internal Reyy,
seded for purposes of computing the o’ 8 \ind Rev. Proc. 98-57, 1998-48 |.R.B. 5,

) nue Code to provide a credit to holders i i imita-
amount allowable as a deduction for meal 4 under cpertain Cireumstances so th‘;%)spectlvely, allocated the national limita
and incidental expenses paid or incurre n for 1998 and 1999 among the States

.- “the Bonds generally can be issued withou,q possessions.
by an employee or self-employed individ<isent or interest. Ninety-five percent of P

ual for travel while away from home on org 4 proceeds are to be used for qualifieBECTION 3. SCOPE

after January 1, 2000 purposes, as defined by 3 1397E(d)(5), This revenue procedure applies to

DRAFTING INFORMATION \évgf?nr:dspt);c;tf;;gézlga?.zone academy, aBSonds issued under § 1397E during 2000.
The principal author of this revenue .02 Section 1397E(e)(1), as amendedECTION 4. NATIONAL QUALIFIED

procedure is Edwin B. Cleverdon of theby § 509 of the Tax Relief Extension ActzONE ACADEMY BOND

Office of Assistant Chief Counsel (In-of 1999, Pub. L. 106-170, 113 Stat. 1869 |MITATION FOR 2000

come Tax and Accounting). For furthe1999) provides that the aggregate

information regarding this revenue proceamount of Bonds that may be issued for The total face amount of Bonds that

dure, contact Mr. Cleverdon at (202) 622the States is limited to $400 million formay be issued in 2000 is $400 million.

4920 (not a toll-free call). each of the years, 1998, 1999, 2000, anthis amount is allocated among the States

2001 (the “national limitation”). This as follows:

MAXIMUM FACE AMOUNT OF
BONDS THAT MAY BE
ISSUED DURING 2000

STATE (thousands of dollars)
ALABAMA $ 6,612
ALASKA 651
ARIZONA 8,816
ARKANSAS 4,093
CALIFORNIA 55,570
COLORADO 3,941
CONNECTICUT 3,366
DELAWARE 869
DISTRICT OF COLUMBIA 1,238
FLORIDA 20,879
GEORGIA 11,227
HAWAII 1,422
IDAHO 1,792
ILLINOIS 13,398
INDIANA 5,939
IOWA 2,790
KANSAS 2,714
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MAXIMUM FACE AMOUNT OF
BONDS THAT MAY BE
ISSUED DURING 2000

STATE (thousands of dollars)
KENTUCKY $ 5,657
LOUISIANA 8,914
MAINE 1,422
MARYLAND 3,898
MASSACHUSETTS 5,733
MICHIGAN 11,911
MINNESOTA 5,407
MISSISSIPPI 5,277
MISSOURI 5,765
MONTANA 1,661
NEBRASKA 2,291
NEVADA 2,117
NEW HAMPSHIRE 1,292
NEW JERSEY 7,524
NEW MEXICO 4,028
NEW YORK 33,311
NORTH CAROLINA 11,281
NORTH DAKOTA 1,053
OHIO 13,605
OKLAHOMA 4,973
OREGON 5,461
PENNSYLVANIA 14,528
RHODE ISLAND 1,216
SOUTH CAROLINA 5,722
SOUTH DAKOTA 836
TENNESSEE 8,132
TEXAS 32,508
UTAH 2,063
VERMONT 630
VIRGINIA 6,395
WASHINGTON 5,559
WEST VIRGINIA 3,388
WISCONSIN 4,875
WYOMING 554
AMERICAN SAMOA 389
GUAM 229
NORTHERN MARIANAS 360
PUERTO RICO 24,378
VIRGIN ISLANDS 337

SECTION 6. EFFECTIVE DATE Effective Date of Proposed
Regulations under 8§ 1.368-

This revenue procedure applies t
Bonds issued after December 31, 1999. %(d)(4)

DRAFTING INFORMATION Notice 2000-1

31770 (1999)) (the “proposed regula-
tions”). See 1999-26 |.R.B. 6. The pro-
posed regulations, under § 1.368-2(d)(4),
provide that preexisting ownership of a
portion of a target corporation’s stock by
an acquiring corporation will not, in and

The principal author of this revenue This document contains information re2f itself, prevent the solely for voting
procedure is Allan Seller of the Office Ofgarding a Notice of Proposed Rulemakin?tOCk requirement in a “C” reorganization
Assistant Chief Counsel (Financial '”Sti'relating to the solely for voting stock re-"0m being satisfied. The regulations
tutions & Products). For further informa‘quirement in reorganizations under $ropose to reverse the Internal Revenue
tion regarding this revenue procedurgGs(a)(l)(C) of the Internal Revenue>€rvice’s previous position that the acqui-
contact Mr. Seller on (202) 622-3980 (”Otode, which was published in the Federaiition of assets of a partially controlled

a toll free call). Register on June 14, 1999 (64 Fed. Re@ubsidiary does not qualify as a tax-free
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396, 1954-2 C.B. 147. This position subternal Revenue Service and Treasury Delate the proposed regulations were filed
sequently was sustained in litigation irpartment have determined that the inwith the Federal Register) to which the
Bausch & Lomb Optical Co. v. Commiscreased flexibility that results from thefinal regulations would not otherwise
sioner, 267 F.2d 75 (2d Cir.;ert. denied proposed regulations should be availablapply, and for which there was not a writ-
361 U.S. 835 (1959). The regulations are taxpayers in structuring transactionsen agreement (subject to customary con-
proposed to apply to transactions occubefore the publication as final regulationsditions) binding on June 11, 1999 and at
ring after the date that a Treasury decisioAccordingly, the proposed regulationsall times thereafter. A private letter ruling
adopting the regulations is published invhen finalized, will be modified to pro- will not be issued unless the taxpayer es-
the Federal Register, except that they ddde that the regulations apply to transadablishes to the satisfaction of the Service
not apply to any transactions occurringions occurring after December 31, 199%hat there is not a significant risk of differ-
pursuant to a written agreement which isnless the transaction occurs pursuant toeat parties to the transaction taking incon-
(subject to customary conditions) bindingwritten agreement that is (subject to cussistent positions, for U.S. tax purposes,
on the date that the regulations are pulemary conditions) binding on that datewith respect to the applicability of the
lished as final regulations in the Federadnd at all times thereafter. Taxpayers mdjnal regulations to the transaction.
Register, and at all times thereafter. rely on this Notice until final regulations The principal author of this notice is

Comments were received requestingre issued. Marnie Rapaport of the Office of the As-
that taxpayers be allowed to apply the In addition, taxpayers may request aistant Chief Counsel (Corporate) For
proposed regulations to transactions ogrivate letter ruling permitting them tofurther information regarding this notice,
curring before the proposed regulationapply the final regulations to transactiongontact Ms. Rapaport on (202) 622- 7550
are published as final regulations. The Ineccurring on or after June 11, 1999 (thénot toll-free call).
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Part IV. Items of General Interest

Notice of Proposed Rulemaking Handleman, (202) 622-3040; concerningpry period for the assessment of any defi-

and Notice of Public Hearing submissions, the hearing, and/or to beiency attributable to any contribution to
L S placed on the building access list to attenchpital under section 118(c) expires. The

Definition of Contribution in Aid  he hearing, LaNita Van Dyke, (202) 622collection of information is mandatory.

of Construction Under Section 7180 (not toll-free numbers). The likely respondents are businesses and

118(c) other for-profit organizations.

REG-106012-98 SUPPLEMENTARY INFORMATION: Estimated total annual reporting burden:
100 hours.

AGENCY: Internal Revenue ServicePaperwork Reduction Act The estimated annual burden per respon-

(IRS), Treasury. dent varies from .5 hours to 5 hours, de-

) . .The.colllectio'n of information con- pending on individual circumstances,
ACTION:  Notice of proposed rulemak-tained in this notice of proposed rulemakgitn an estimated average of 1 hour.

ing and notice of public hearing. ing has been submitted to the Office Ofgtimated number of respondents : 100.

SUMMARY: This document contains Ma@nagement and Budget for review in aCggtimated annual frequency of responses:
proposed regulations concerning the deftordance with the Paperwork Reductionpnn gy

nition of a contribution in aid of construc-Act of 1995 (44 U.S.C. 3507(d)). Com-  ap agency may not conduct or sponsor,
tion under section 118(c) and the adjusté@ents on the collection of informationgnq 4 person is not required to respond to,
basis of any property acquired with a conshould be sent to theffice of Manage- 4 collection of information unless the col-
tribution in aid of construction. The pro-mentand Budget Attn: Desk Officer for |action of information displays a valid
posed regulations affect a regulated puihe Department of the Treasury, Office ofgntrol number assigned by the Office of
lic utility that provides water or seweragenformation and Regulatory Affairs, pjanagement and Budget.

services because a qualifying contributioivVashington, DC 20503, with copies to Bgoks or records relating to a collec-
in aid of construction is treated as a cortheInternal Revenue Service Attn: IRS  jon of information must be retained as
tribution to the capital of the utility and Reports Clearance Officer, OP:FS:FRgng as their contents may become mater-
excluded from gross income. This docuWashington, DC 20224. Comments Ofy| in the administration of any internal
ment also provides notice of a publidhe collection of information should be reyeyenue law. Generally, tax returns and
hearing on these proposed regulations. ceived by February 18, 2000. Commentgy return information are confidential, as

are specifically requested concerning:  required by 26 U.S.C. 6103.

DATES: Written and electronic Comment%Nhether the proposed collection of infor-

must be received by March 22, 2000, 0 necessary for the proper perfoackground
Outlines of topics to be discussed at thr‘?‘nance of the functions of the IRS, includ-
public hearing scheduled for April 27,. ' This document contains proposed

2000, must be received by April 6, 2000. ing whether the information will have amendments to the Income Tax Regula-

practical utility; . . ;
ADDRESSES: Send submissions toThe accuracy of the estimated burden afions (26 CFR part 1) to provide regulations

CC:DOM:CORP:R (REG-106012-98),sociated with the proposed collection oynderéegtlonf 111;;(;) O; th,? Inti%al Rev-
room 5226, Internal Revenue Serviceinformation (see below); enue Lode o - >ection (c) was

POB 7604, Ben Franklin Station, WashHow the quality, utility, and clarity of the in- added to the Code by section 1613(a)(1)(B)

ington, DC 20044. Submissions may bgyrmation to be collected may be enhanced?! the Small Business Job Protection Act of

hand delivered Monday through Fridayqow the burden of complying with theéigigmgﬁdzfr iziggnlfgfiaﬁa)(i;oﬁﬁe
between the hours of 8 a.m. and 5 p.m. t@roposed collection of information may :

CC:DOM:CORP:R (REG-106012-98),pe minimized, including through the ap-?eBCJtEﬁ (ifGig?:), ;ﬁ)lsr?oeg?nrgiziss :2%2?\/:3/

Courier’'s Desk, Internal Revenue Serp|icati i .
vice, '1111 Constitution Ayenue, NW-,EiI:qCuaetlsogr g{hzl:tf%r:]n?;eoi iﬁ?cl)lrenfgt(i)cr)]nt{eei?l?ﬁer June 12, 1996.
Washington, DC. ~ Alternatively, taxpay-nojogy; and Explanation of Provisions
ers may submit comments electronicallggimates of capital or start-up costs and

via the Internet by selecting the “Tax;ogts of operation, maintenance, and pu
Regs” option on the IRS Home Page, 0fhase of services to provide information.
by submitting comments directly to the - ¢ requirement for the collection of in-  Section 118(a) generally provides that,
IRS Internet site at http:_//WWW"rs'us'formation in this notice of proposed rule4in the case of a corporation, gross income
treas.gov/tax_regs/regslist.ntml. Thl?naking is in §1.118-2(e). The informationdoes not include any contribution to the

public hearing will be held in room 2615.’is required by the IRS to establish that aapital of the taxpayer. Under section

lzzﬁ;:aAIVE:::n;szuW"g's?ﬁa 1;”111 DCCO nStI'taxpayer has notified the IRS of amount$18(b), a contribution in aid of construc-
' " gton, P& 15 be treated as a contribution to capitalon generally is not a contribution to the
FOR FURTHER INFORMATION CON- under section 118(c). This informationcapital of the taxpayer and is not excluded

TACT: Concerning the regulations, Paulvill be used to determine when the staturom gross income under section 118(a).
January 10, 2000 290 2000-2 |.R.B.
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However, for amounts received after JuniBorm Act of 1986 ... [a nontaxable] contri-holder contribution to the capital of the
12, 1996, section 118(c) provides an exsution in aid of construction did not in-utility under section 118(a) because the
ception to this rule. clude a connection fee Id. fee clearly is paid as a prerequisite for ob-
Under section 118(c)(1), the term “con- The nontaxable contribution in aid oftaining services. In addition, the IRS’ po-
tribution to the capital of the taxpayer” in-construction provision in former sectionsition prior to the enactment of former
cludes any amount of money or othet18(b) is derived from a line of cases, insection 118(b) as articulated in Rev. Rul.
property received from any persorcluding several Supreme Court cases, b&s-557, 1975-2 C.B. 33, was that cus-
(whether or not a shareholder) by a reguwinning with Edwards v. Cuba R.R268 tomer connection fees charged by a water
lated public utility that provides water orU.S. 628 (1925), IV-2 C.B. 122. I&d- utility were not excludable from income.
sewerage disposal services if the amountards,the Supreme Court held that subin 1976, Congress enacted former section
is a contribution in aid of construction. Insidy payments by the Republic of Cuba t418(b) to treat contributions in aid of con-
the case of a contribution of propertya railroad company to induce the construction to water or sewerage disposal fa-
other than water or sewerage disposal fatruction and operation of a railroad ircilities as excludable contributions to cap-
cilities, the amount must meet the requireCuba were not included in the recipienttal. This legislation specifically excluded
ments of the expenditure rule of sectioworporation’s gross income because thaustomer connection fees from the defini-
118(c)(2) (which generally requires thapayments were not made for services retion of nontaxable contributions in aid of
the amount is expended to acquire or comlered or to be rendered. Detroit Edison construction. As explained by the court in
struct water or sewerage disposal facili€o. v. CommissioneB19 U.S. 98 (1943), Florida Progress Corp. v. United States
ties within the specified time period).1943 C.B. 1019, the Supreme CourM.D. Fla., No. 93-246-CIV-T-25A,
Moreover, the amount (or any propertyooked at the contributors’ motivation t09/2/98, Congress enacted former section
acquired or constructed with the amountietermine whether payments by cust18(b) in 1976 to codify the already exist-
cannot be included in the taxpayer’s rattomers for extending electrical serviceng case law with regard to contributions
base for rate-making purposes. lines were nonshareholder contributions aid of construction to water and sewer-
to capital. Because the transferors reage disposal facilities. Thereafter, pay-
ceived direct benefits in the form of serments made to a utility to encourage the
Section 118(c)(3)(A) provides that, forvices as a result of the contributions, thex_tgnsion of facilities into new areas ben-
purposes of section 118(c), the term “con(-:our_t he_ld that the_ payments were noeflttlng a large number of people would
tribution in aid of construction” shall be contributions to capital, but the price forbe given tax free status; however, as held
defined by regulations prescribed by th&EC€iving service. by the Supreme Court !B_etr0|t Edison _
Secretary, except that such term shall not Th_e Supreme _Cou_rt el_aborated on thp_ayments ma_de to a utility as a prerequi-
include amounts paid as service Charg(_gé)ntrlbutor’s motivation ilBrown Shoe site to receiving water or sewerage ser-
for starting or stopping services. Co. v. Commissionei339 U_.S. 583 vice WOl_JI_d be treated as taxable income
Section 118(c) was added by thélQSO), 1950-1 C._B. 38, Wh_e_n it held tha_tto the utility. _ _
SBJPA of 1996 “to restore the contribylf the transferor did not anticipate any di- The proposed regulations define the
tion in aid of construction provision that"ect benefit from the contribution, such aserm “contribution in aid of construction,”
was repealed by the Tax Reform Act ofhe receipt of seryices, but expectepl 0n|§or purposes of section 118(c), as mean-
1986 (1986 Act) for regulated public utili- that the_transacnon would benefit theng any a_mount of money or other_ prop-
ties that provide water or sewerage dié;(_)mmunlty at Ia_rge, the funds were _con_erty contrlbute_d to a regulated public util-
posal services.” H.R. Conf. Rep. NO.trIbutI(_)nS to capital. The lack of a (_Jllrecut_y that prov!des water or sewerage
737, 104th Cong., 2d Sess. 316 (19965)'enef|t to the transferor was consideredisposal services to the extent that the
1996-3 C.B. 741, 1056. Before the 19g@1dicative of an intent to increase thepurpose of the contribution is to provide
Act, former section 118(b) generally pro_transferee’s c_apltal. Ithl_ted States v. for the expansmn,_l_mprovement, or re-
vided that a contribution in aid of con-Chicago, Burlington & Quincy R.R412 placement of the utility'’s water or sewer-
struction received by a regulated puinéJ'S' 401 (1973), 1973-2 C.B. 428, theage disposal facili'gies._ Hovyever,_ to re-
utility was treated as a contribution to theupreme Cpurt held thf?lt government paystore the conj[r_lbunon in aid of
capital of the taxpayer and was echudeH‘ems received by a railroad company foronstruction provision that eX|s'Fed t_)_efore
from gross income. However, formerlmpr_ovements at grade_cro;smg and |r_1tethe 1_986 Act for regulated public u_t|I|t|es
section 118(b)(3)(A) provided that thesectlons_we_re not gontnbunons to Cap|tapr0v_|d|ng water and sewerage dlspos_al
term “contribution in aid of construction” !N reaching its holding, the Court set forttservices as well as to be consistent with
did not include amounts paid as customdive (_:har_acteristics_ of a non_shareholdeuhe Supreme Court cases discussed above,
connection fees (including amounts pai&‘ontrlbunon to capital, including that thethe proposed regulations exclude cus-
to connect the customer’s line to an ele@mounts received must not constitute pagemer connection fees from the definition
tric line, a gas main, a steam line, or ments for specific, quantifiable servicef contribution in aid of construction.
main water or sewer line and amount@rovided for the transferor by the trans- Acustomer connection fee is defined in
paid as service charges for starting deree. _ _ the proposed regulations_ as any amoun_t of
stopping services). The legislative history Consistent with the above Supremmoney or property contrlbuted_ to thg util-
of the SBJPA of 1996 also states thapOUrt cases, a customer connection fatgy representing the cost of installing a
“[pJrior to the enactment of the Tax ReWould not have qualified as a nonsharezonnection or service line (including the
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cost of meters and piping) from the util-date the Secretary is notified by the taxeopies) or electronic comments that are
ity’s main water or sewer lines to the lingpayer (in such manner as the Secretapubmitted timely to the IRS. The IRS and
owned by the customer or potential cusmay prescribe) of the amount of the exTreasury Department specifically request
tomer. However, money or property conpenditure referred to in sectioncomments on the clarity of the proposed
tributed for a connection or service linel18(c)(2)(A), of the taxpayer’s intentionrule and how it may be made easier to un-
from the utility’s main line to the cus- not to make the expenditures referred tderstand. All comments will be available
tomer ’s or potential customer’s line is notn section 118(c)(2)(A), or of a failure tofor public inspection and copying.
a customer connection fee if the connesnake the expenditure within the period A public hearing has been scheduled
tion or service line does serve, or is dedescribed in section 118(c)(2)(B). Secfor Thursday, April 27, 2000, at 10 a.m.
signed to serve, more than one customdron 118(d)(2) provides that the defi-in ropom 2615, Internal Revenue Build-
The proposed regulations also define eiency may be assessed before the expjrg, 1111 Constitution Avenue, NW.,
customer connection fee as including ansation of such 3-year periodwashington DC. Due to building secu-
amount paid as a service charge for stopotwithstanding the provisions of anyity procedures, visitors must enter at
ping or starting service. other law or rule of law which would the 1@" Street entrance, located between
The proposed regulations indicate thattherwise prevent assessment. The prgonstitution and Pennsylvania Avenues,
a contribution in aid of construction mayposed regulations provide the time anfyy. |n addition, all visitors must pre-
include an amount of money or othemanner for taxpayers to notify the Secresent photo identification to enter the
property contributed to a regulated pubtary with respect to its contributions inpyijlding. Because of access restrictions,
lic utility for a water or sewerage dis-aid of construction under sectionyjsitors will not be admitted beyond the

posal facility subject to a contingent118(d)(1). immediate entrance area more than 15
obligation to repay, in whole or in part, d Effective D minutes before the hearing starts. For
the amount to the contributor (comFPropose ective Date information about having your name

monly referred to as an “advance”). , laced on the building access list to at-
However, no inference is intended as to The regulations are proposed to be a§énd the hearing, see the “FOR FUR-

whether an amount subject to such a rdlicable for any money or other properttTHER INFORMATION CONTACT”
section of this preamble.

payment obligation is a contribution Orreceived by a regulated public utility tha

loan. Whether an advance is a contr'bLP-.rOVideS water or Sewerage disposal' s€
v ! "ices on or after the date final regulations The rules of 26 CFR 601.601(a)(3)

tion or a loan is determined under gen- . ) . ;
L apply to the hearing.
eral principles of federal tax law based© published in theederal Register PRl 'g
Persons who wish to present oral com-

on all the facts and circumstances. .
Special Analyses ments at the hearing must submit an out-

. . . _line of the topics to be discussed and the
) ) It has been determllned' that thls'nopgﬁme to be devoted to each topic (signed
Section 118(c)(4) provides thatof proposed rulemaking is not a S!gmf"original and eight (8) copies) by April 6,
notwithstanding any other provision ofcant regulatory action as defined in Exs,q,

subtitle A, no deduction or credit shall beecutive Order 12866. Therefore, a regu- . . .
allowed for, or by reason of, any expendilatory assessment is not required. It is A period of 10 minutes will be allotted

ture which constitutes a contribution inhereby certified that the collection of in-© each person for making comment_s.

a|d Of Construction to Wh|Ch Sectionformation il’l these I’egu|ati0ns W||| not An agenda Sh_OWIng the SChedU“ng Of
118((:) app"es_ The adjusted basis of arﬂ/ave a Significant economic impaCt on éhe Sp_eakers will be _prepare(_:I after the
property acquired with a contribution inSUbStantial number of small entities.dead“ne for _recel\”ng outlines _has
aid of construction to which SectionThiS certification is based upon the faCPaS_Sed- C0p|es of the agenda WI” be
118((:) app”es shall be zero. that any burden on taxpayers is minimaElVa"ab'e free of Charge at the hea”ng.

Consistent with section 118(c)(4), theiccordingly, a Regulatory Flexibility _ .
proposed regulations provide rules for ag®nalysis under the Regulatory Flexibil-Drafting Information
justing the basis of water or sewerage didy Act (5 U.S.C. chapter 6) is not re-

posal facilities acquired as, or acquired diuired. Pursuant to section 7805(f) of = .
constructed with any money received aghe Internal Revenue Code, this notictOns is Paul F. Handleman, Office of the

a contribution in aid of construction. of proposed rulemaking will be submit-ASSistant Chief Counsel (Passthroughs

ted to the Chief Counsel for Advocacy"jlnd Special Industries), IRS. However,
Statute of Limitations of the Small Business Administrationother personnel from_ the IRS. and -Trea-
for comment on its impact on smaliSU"Y Department participated in their de-

Adjusted Basis

f The principal author of these regula-

Section 118(d)(1) provides that if thebusiness. velopment.
taxpayer for any taxable year treats an Kok ok kK
amount as a contribution to the capital ot omments and Public Hearing
the taxpayer described in section 118(c), Proposed Amendments to the

then the statutory period for the assess- Before these proposed regulations amRegulations

ment of any deficiency attributable toadopted as final regulations, considera-

any part of the amount does not expiréon will be given to any written com- Accordingly, 26 CFR part 1 is pro-
before the expiration of 3 years from thenents (a signed original and eight (8posed to be amended as follows:
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PART 1—INCOME TAXES construction may include an amount ofcquiring or constructing the facility. If
o money or other property contributed to auch an agreement exists, the basis of the
Paragraph 1. The authority citation fofeqjated public utility for a water or sew-facility must be reduced by the amount of
part 1 is amended by adding an entry ig546 disposal facility subject to a continthe contribution at the time the facility is
numerical order to read in part as followsgent gpjigation to repay the amount, irplaced in service.
Authority: 26 U.S.C. 7805 ** * whole or in part, to the contributor (com- (5) Classification by ratemaking au-
Section 1.118-2 also issued under 2§,y referred to as an “advance”). Fothority. The fact that the applicable
U.S.C. 118(c)3)(A); * * * example, an amount received by a utilityatemaking authority classifies any

Par. 2. Section 1.118-2 is added to reaghy 5 developer to construct a water famoney or other property received by a

as follows: o cility pursuant to an agreement undeutility as a contribution in aid of construc-
?1'118'2 Contribution in aid of construc-yhich the utility will pay the developer ation is not conclusive as to its treatment
ion.

, percentage of the receipts from the facilunder this paragraph (b).

(@) Special rule for water and sewer-jty, gyer a fixed period may constitute a (c) Expenditure rule—(1) In general
age disposal utilities-(1) In general ;o nhripytion in aid of construction. An amount satisfies the expenditure rule
For purposes of section 118, the terMypether an advance is a contribution or af section 118(c)(2) if the amount is ex-
“contribution to the capital of the tax-|nap js determined under general principended for the acquisition or construction
payer” includes any amount of money Opjeg of federal tax law based on all thef property described in section
other property received from any persoycts and circumstances. For the treat18(c)(2)(A), the amount is paid or in-
(whether or not a shareholder) by a regupent of any amount of a contribution incurred before the end of the second tax-
lated public utility that provides water orgjy of construction that is repaid by theble year after the taxable year in which
sewerage disposal services it— ity to the contributor, see paragraphshe amount was received as required by

(i) The amount is a contribution in a'dgc)(Z)(ii) and (d)(2) of this section. section 118(c)(2)(B), and accurate records
of construction under paragraph (b) of "3y cystomer connection feeA cus- are kept of contributions and expenditures
this section; tomer connection fee is not a contributiors provided in section 118(c)(2)(C).

(ii) In the case of a contribution ofjy aiq of construction under this para- (2) Excess amoust() Includible in

property other than water or sewerage digiaph (b) and is includible in income.the utility's income An amount received
posal facilities, the amount satisfies theq term “customer connection fee” in-y a utility as a contribution in aid of con-
e>§pend|t.ure rule under paragraph (c) ofjydes any amount of money or othestruction that is not expended for the ac-
thlsmsect|on; and property transferred to the utility repre-quisition or construction of water or sew-

(i) The amount (or any property ac-geniing the cost of installing a connectioerage disposal facilities as required by
quired or constructed with the amount) ig service line (including the cost of mesparagraph (c)(1) of this section (the ex-
not included in the taxpayer’s rate basgys and piping) from the utility’s main cess amount) is not a contribution to the
for ratema'klln.g purposes. . water or sewer lines to the line owned bygapital of the taxpayer under paragraph

(2) Definitions—(i) Regulated public o c,stomer or potential customer. Howa) of this section. Except as provided in
utility has the meaning given such term by,.er money or other property contributegaragraph (c)(2)(ii) of this section, such
section 7701(a)(33), except that such terg 5 connection or service line from theexcess amount is includible in the utility’s
does not include any utility which is not,jiv s main line to the customer’s or po-income in the taxable year in which the
required to provide water or sewerage digania| customer’s line is not a customeamount was received.
posal services to members of the generglneciion fee if the connection or ser- (i) Repayment of excess amauri
pul:.).hc In Its service area. . vice line does serve, or is designed tthe excess amount described in paragraph
~ (i) Water or sewerage disposal facilityserye more than one customer. A cuge)(2)(i) of this section is repaid, in whole
is defined as tangible property describeghmer connection fee also includes angr in part, either—
in section 1231(b) that is used predomizmqnt paid as a service charge for stop- (A) Before the end of the time period
natgly (i.e., 80%. or more) in the trade Oping or starting service. described in paragraph (c)(1) of this sec-
business of furnishing water or sewerage 4y Binding agreement to reimbursetion, the repayment amount is not includi-
disposal services. . ) utility for a facility previously placed in ble in the utility’s income; or

(b) _Contrlbutlon in aid service If a water or sewerage disposal (B) After the end of the time period de-
constructior—(1) In general. For pur- - ¢aijity is placed in service by the utility scribed in paragraph (c)(1) of this section,
poses of section 118(c) and this sectioyeqre an amount is contributed to théhe repayment amount may be deducted
the term “contribution in aid of construc- jjity the contribution is not a contribu- by the utility in the taxable year in which
tion” means any amount of money Okiqn, i aid of construction under this parait is paid or incurred to the extent such
other property contributed to a regulateqann (b) with respect to the cost of themount was included in income.
public utility that provides water or SeW-faility unless, at the time the facility is  (3) Example. The application of this
erage disposal services to the extent thgfaceq in service by the utility, there is aparagraph (c) is illustrated by the follow-
the purpose of the contribution is 10 proggreement, binding under local law being example:
vide for the éxpansion, Improvement, ofeen the prospective contributor and the Example M, a calendar year regulated public
replacement of the utility’s water or SeW'utility, that the utility is to receive the utility that provides water services, received a

erage disposal facilites. amount as reimbursement for the cost Gfi,000,000 contribution in aid of construction in
(2) Advances A contribution in aid of
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1999 for the purpose of constructing a water facilitythat the $1,000,000 exceeds the actual cost of the fef construction that the taxpayer does not
To the extent that the $1,000,000 exceeded the agifity, the contribution is subject to being returnedintend to expend for qualified property as
tual cost of the facility, the contribution was subjectUnder the terms of the advance, A agrees to pay tof@quired under paragraph (c)(1) of this
to being returned. In 2000, M built the facility at aa percentage of the receipts from the facility over gection, identified by taxable year in
cost of $700,000 and returned $200,000 to the cofixed period, but limited to the cost of the facility. Inwhich the contributions were received.
tributor. As of the end of 2001, M had not returne®000, A builds the facility at a cost of $700,000 and (jii) The amount of contributions in aid
the remaining $100,000. Assuming accurate recordsturns $300,000 to B. In 2001, A pays $20,000 to Bf construction that the taxpayer failed to
are kept, the requirement under section 118(c)(2) @ut of the receipts from the facility. Assuming accuexpend for qualified property as required
satisfied for $700,000 of the contribution. Becauseate records are kept, the $700,000 advance is a camnder paragraph (c)(1) of this section,
$200,000 of the contribution was returned within theribution to the capital of A under paragraph (a) oidentified by taxable year in which the
time period during which qualifying expendituresthis section and is excludable from As income. Theontributions were received.

could be made, this amount is not includible in M'sbasis of the $700,000 facility constructed with this (f) Effective date This section is ap-
income. However, the remaining $100,000 is in€ontribution to capital is zero. The $300,000 excesglicable for any money or other property
cludible in M’s income for its 1999 taxable year (theamount is not a contribution to the capital of Aundereceived by a regulated public utility that
taxable year in which the amount was received) begaragraph (a) of this section because it does npirovides water or sewerage disposal ser-
cause the amount was neither spent nor repaid duneet the expenditure rule described in paragrapfices on or after the date final regulations
ing the prescribed time period. To the extent M refc)(1) of this section. However, this excess amourgre published in theederal Register

pays the remaining $100,000 after year 2001, Nt not includible in A's income pursuant to paragraph

would be entitled to a deduction in the year such ree)(2)(ii) of this section since the amount is repaid to Robert E Wenzel,
payment is paid or incurred. B within the required time period. The repayment of Deputy Commissioner of
(d) Adjusted basis-(1) Exclusion the $300,000 excess amount to B in 2000 is not Internal Revenue.

from basis Except for a repayment de-treated as a capital expenditure by A. The $20,000 , _
scribed in paragraph (d)(2) of this sectiormayment to B in 2001 is treated as a capital expeno(i'-:IIed by the Office of the Federal Reg|§ter on De-
to the extent that a water or sewerage disire by Ain 2001 resulting in an increase in the ad=™Pe" 17; 1999, 8:45 am., and published in the
posal facility is acquired or constructedusted basis of the water facility from zero to'S>U€ Of the Federal Register for December 20, 1999,
with an amount received as a contributiomn20,000. 64 F.R. 71082)
to the capital of the taxpayer under para- (e) Statute of limitations-(1) Exten-
graph (a) of this section, the basis of theion of statute of limitationsUnder sec-
facility is reduced by the amount of thetion 118(d)(L), the statutory period for asfnnouncement and Request for
contribution. To the extent the water osessment of any deficiency attributable t¢0mments on Certain Plans of
sewerage disposal facility is acquired as @ contribution to capital under paragrapidtate and Local Government
contribution to the capital of the taxpaye(a) of this section does not expire beforEmployers under Section 457
under paragraph (a) of this section, ththe expiration of 3 years after the date the
basis of the contributed facility is zero. taxpayer notifies the Secretary in the tim
(2) Repayment of contributionlf a and manner prescribed in paragraph (e)(
contribution to the capital of the taxpayenf this section.
under paragraph (a) of this section is re- (2) Time and manner of notification Purpose
paid to the contributor, either in whole omotification is made by attaching a state-
in part, then the repayment amount is ment to the taxpayer’s federal income ta
capital expenditure in the taxable year imeturn for the taxable year in which any o
which it is paid or incurred, resulting inthe reportable items in paragraph
an increase in the property’s adjustee)(2)(i) through (iii) of this section occur.
basis in such year. The statement must contain the taxpayer
(3) Allocation of contributions.An  name, address, employer identificatio
amount treated as a capital expenditunreumber, taxable year and the followin
under this paragraph (d) is to be allocateidiformation with respect to contributions
proportionately to the adjusted basis obf property other than water or sewerag
each property acquired or constructedisposal facilities that are subject to th@ackground
with the contribution based on the relativexpenditure rule described in paragraph
cost of such property. (c) of this section: Section 457 plans are nonqualified de-
(4) Example. The application of this (i) The amount of contributions in aidferred compensation plans established by
paragraph (d) is illustrated by the follow-of construction expended during the taxstate and local government and tax-exempt
ing example: able year for property described in sectioBmployers. Under section 457(e)(11) of the
Example A, a calendar year regulated public118(c)(2)(A) (qualified property) as re-"_“emal Revenue Code, certaih bona fide
utility that provides water services, received ajuired under paragraph (c)(1) of this secick, vacation, compensatory time, sever-
$1,000,000 contribution in aid of construction intion, identified by taxable year in whichance pay, disability pay or death benefit
1999 as an advance from B, a developer, for the pufie contributions were received. plans are treated as not providing for the

pose of constructing a water facility. To the extent (i) The amount of contributions in aid deferral of compen_sation and are therefore
excluded from section 457.
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« The Internal Revenue Service (IRS) is
Fonsidering the proper treatment of
amounts under certain plans of state and
Tocal governments. This announcement
provides interim information about the re-
orting requirements that apply to these
lans. The information contained in this
nnouncement will apply until further
guidance is issued by the Service.



If a plan is not a bona fide plan describeel The plan satisfies the following three reCONTACT: Cheryl Pressf the Office
in section 457(e)(11), the proper reportinguirements: of Associate Chief Counsel (Em-
of amounts under the plan generally de- a. Payments under the plan are ployee Benefits and Exempt Organi-
pends on whether the plan is an eligible designed to provide supplemental zations)at (202) 622-4606 (not a toll-
plan that meets the requirements of section income for a transitional period, rather free number).
457(b) or an ineligible section 457(f) plan than to provide retirement income.
that does not meet these requirements. Inb. Payments under the plan are made
order to be an eligible plan under section only after separation from service with Internal Revenue Service to
457(b), the plan must meet a number of re- the employer, including retirement.  Make Information Letters
quirements, including the requirement that c¢. Payments are completed within a Available for Public Inspection
the amounts deferred for each year must short period of time, not to exceed 5
generally not exceed the lesser of $8000 years, after separation from service.
(for 1999) or 33 1/3 percent of compensa- Solely for purposes of this announce’-a‘nnouncemem 2000-2
tion and must be subject to restrictions oment, a plan that provides severance pay The Internal Revenue Service will make
the time of distribution. benefits as described in §31.3121(v)(2)nformation letters written by the National
Under section 457(a), compensation det(b)(4)(iv)(B) of the Regulations will be office of Chief Counsel and the Commis-
ferred under an eligible plan, and the intreated as satisfying (a), (b) and (c) abov@joner, Tax Exempt and Government Enti-
come attributable to that deferred compen- ties Division, to members of the public in re-
sation, is not includible in gross incomREQUEST FOR PUBLIC COMMENT sponse to inquiries postmarkepd or, if not

until the taxable year in which the amounts tha service and the Treasury Departmailed, received after January 1, 2000, avail-
are actually paid or made available o thgent ynderstand that, in the absence of farble for public inspection quarterly begin-
plan participant or other beneficiary. Simiyy, 4 guidance, many state and local gowing March 31, 2000, and on a continuing
larly, if a plan is a bona fide severance pay,nments maintain plans with the abovguarterly basis. These documents provide
plan described in section 457(e)(11)gnaracteristics under the belief that thesgeneral statements of well-defined law with-
amounts under the plan are generally NQfians are “bona fide severance pay plangut applying them to a specific set of facts.
includible in gross income until paid oryithin the meaning of section 457(e)(11)Before any information letter is made avail-
made available. In contrast, amounts undg,q accordingly would not be subject table for public inspection, the Service will
a plan described in section 457(f) are infhe income inclusion provisions applicableje|ete any name, address, and other identify-
cluded in the participant or beneficiary's inejigible section 457(f) plans. The Sering information as appropriate under the
gross income for the first taxable year iQjce and the Treasury Department are nofweedom of Information Act (FOIA) (for ex-
which there is no substantial risk of forfei-qsigering guidance under section 45ample, FOIA personal privacy exemption of
ture of the rights to the compensation. it respect to certain plans of state andl U.S.C. § 552(b)(6) and tax details exempt
local government and tax-exempt employpursuant to I.R.C. § 6103, as incorporated
ers and are requesting comments on whiaito FOIA by 5 U.S.C. 8 552(b)(3)). This
types of plans maintained by state andpproach appropriately balances various pri-
Under this interim guidance by the Serlocal government and tax exempt employvacy interests and the public's interest in un-
vice, state and local governments shoulers are properly considered bona fide sederstanding the internal revenue laws. Be-
not report amounts, on either a Form 1098rance pay plans for purposes of sectiggfuse information letters do not constitute
or a Form W-2, for any year prior to the457. Send written comments to: Internaivritten determinations (including Chief
year in which the participant or benefi-Revenue Service, Attn: Counsel Advice) as defined in .R.C. 8 6110,
ciary is in actual or constructive receipt of£C:DOM:CORP:R (Section 457 Plans)these documents are not subject to disclosure
these amounts, if the amounts are prd&Room 5201, P.O. Box 7604, Ben Franklininder § 6110.
vided under the following type of plan:  Station, Washington, D.C. 20044. Written Information letters are advisory only
« The plan was in existence on Decemb@&omments may be hand delivered Mondagnd have no binding effect on the Service.
22, 1999. through Friday between the hours of 8 a.m. Information letters will be found in the
 The plan is a broad-based plan mairand 5 p.m. to: Internal Revenue Servicé;reedom of Information Room, 1111 Con-
tained by a state or local government enGourier's Desk, Attn: CC:DOM:CORP:R stitution Ave., N.W., Washington, DC
ployer primarily for non-highly compen- (Section 457 Plans), 1111 Constitution Av20224, where they may be read and copied
sated employees. enue, N.W., Washington, D.C. 20224. Alby the public during the hours 9:00 a.m. to
« The plan is nonelective. That is, theernatively, written comments may be sub4:00 p.m, and posted to the Service Website
plan must not provide the participant withmitted electronically via the Internet byat www.irs.gov/prod/news/efoia.
a choice between current and future conselecting the “Tax Regs” option on the IRS The principal author of this announce-
pensation. Home Page, or by submitting them directlynent is Andrea Tucker of the Office of the
« The plan has been treated by the statetm the IRS Internet site at:Associate Chief Counsel (Domestic). For
local government as a bona fide severandetp://www.irs.gov/tax_regs/regslist.html. further information regarding this an-
pay plan under section 457(e)(11) for Comments should be received by Febrirouncement contact Andrea Tucker on
those years before calendar year 1999 ary 20, 2000. (202) 622-4940 (not a toll-free call).
which the plan was in existence. FOR FURTHER INFORMATION

Timing of reporting of payments under
certain plans

2000-2 I.R.B. 295 January 10, 2000



Deductions for Transfers for and 2056 of the Internal Revenue Code. The applicable”.

Public, Charitable, and Religious o oo 4. On page 67766, column 3,
Uses; In General Marital §20.2056(b)-4(d)(5), Example 5, lines 2
Deduction; Valuation of Interest As published, final regulations (TDand 3 from the bottom of the paragraph,
Passing to Surviving Spouse; 8846) contain errors that may prove to bH1® language “trust and $200,000 of the
Correction misleading and are in need of clarification. $2:000.000 passing to the marital trust so
that the amount of” is corrected to read
Correction of Publication “trust so that the amount of”.
Announcement 2000-3 5. On page 67766, column 3,

) Accordingly, the publication of the §20.2056(b) 4(d)(5), Exam .
. ] : i . - , ple 7, line 7,
AGENCY: Internal Revenue Servicefing regulations (TD 8846), which were,o language “decedent's child. Under

IRS), Treasury. ; ;
(IRS) Y the subject of FR Doc. 99-31094, iS COlfhe terms of the” is corrected to read

ACTION: Correction to final regulations. rected as follows: “decedent’s child. Under the terms of the
SUMMARY: This document contains cor-§20.2055-3 [Corrected] governing instrument and".

rections to final regulations (T.D. 8846, ) )
1999-51 I.R.B. 679) which were publisheg 1- On page 67765, column 1, Cynthia E. Grigsby,

in the Federal Registeron Friday, Decem- §20.2055-3(b)(1)(ii), line 5 from bottom Chief, Regulations Unit
ber 3. 1999. 64 FR 67763 relatihg to the epf the paragraph, the language “related to  Assistant Chief Counsel (Corporate).

fect of certain administration expenses offfve€stment, preservation, and” is cor-

. ’ “ ; (Filed by the Office of the Federal Register on
the valuation of property for marital and€Ccted to read “related to investmenty, o ner17, 1999, 8:45 am., and published in the

charitable deduction purposes. preservation, or”. issue of the Federal Register for December 20, 1999,
64 F.R. 71021)

DATES: This correction is effective De-820.2056(b)-4 [Corrected]

cember 3, 1999. 2. On page 67765, column 3,

FOR FURTHER INFORMATION CON- 8§20.2056(b)-4(d)(1)(ii), line 5 from the

TACT: Deborah Ryan, (202) 622-3090bottom of the paragraph, the language
(not a toll-free number). “related to investment, preservation, and”
is corrected to read “related to invest-
ment, preservation, or”.

3. On page 67766, column 3,
Background §20.2056(b)-4(d)(5), Example 5, line 6

from the bottom of the paragraph, the lan-

The final regulations that are subject t uage “remains $1,800,000. The applica-
these corrections are under section 20% U i

e” is corrected to read “is $2,000,000.

SUPPLEMENTARY INFORMATION:

January 10, 2000 296 2000-2 |.R.B.



Definition of Terms

Revenue rulings and revenue procedurgsies to both A and B, the prior ruling isnew ruling does more than restate the
(hereinafter referred to as “rulings”) that modified because it corrects a publishedubstance of a prior ruling, a combination
have an effect on previous rulings use thgosition. (Compare wittamplifiedand of terms is used. For examplmodified
following defined terms to describe theclarified, above). and supersededlescribes a situation
effect: Obsoleteddescribes a previously pub-where the substance of a previously pub-
Amplified describes a situation wherelished ruling that is not considered deterished ruling is being changed in part and
no change is being made in a prior pulminative with respect to future transacis continued without change in part and it
lished position, but the prior position istions. This term is most commonly useds desired to restate the valid portion of
being extended to apply to a variation oin a ruling that lists previously publishedthe previously published ruling in a new
the fact situation set forth therein. Thustulings that are obsoleted because afiling that is self contained. In this case
if an earlier ruling held that a principlechanges in law or regulations. A rulingthe previously published ruling is first
applied to A, and the new ruling holdsmay also be obsoleted because the sutmodified and then, as modified, is super-
that the same principle also applies to Bstance has been included in regulatiorseded.
the earlier ruling is amplified. (Comparesubsequently adopted. Supplementeds used in situations in
with modified below). Revokedlescribes situations where thavhich a list, such as a list of the names of
Clarified is used in those instancegosition in the previously published rul-countries, is published in a ruling and
where the language in a prior ruling isng is not correct and the correct positiotthat list is expanded by adding further
being made clear because the languagebeing stated in the new ruling. names in subsequent rulings. After the
has caused, or may cause, some confu-Supersededescribes a situation whereoriginal ruling has been supplemented
sion. It is not used where a position in éhe new ruling does nothing more tharseveral times, a new ruling may be pub-
prior ruling is being changed. restate the substance and situation oflished that includes the list in the original
Distinguisheddescribes a situation previously published ruling (or rulings).ruling and the additions, and supersedes
where a ruling mentions a previouslyThus, the term is used to republish undeal prior rulings in the series.
published ruling and points out an esserthe 1986 Code and regulations the same Suspendeds used in rare situations to
tial difference between them. position published under the 1939 Codshow that the previous published rulings
Modified is used where the substancand regulations. The term is also usewill not be applied pending some future
of a previously published position iswhen it is desired to republish in a singlaction such as the issuance of new or
being changed. Thus, if a prior rulingruling a series of situations, names, etcamended regulations, the outcome of
held that a principle applied to A but nothat were previously published over a pecases in litigation, or the outcome of a
to B, and the new ruling holds that it apfiod of time in separate rulings. If theService study.

E.O—Executive Order. PHC—Personal Holding Company.

AbbreV|at|0nS ER—Employer. PO—Possession of the U.S.

The following abbreviations in current use and for-ER|SA—Employee Retirement Income Security Act.PR—Partner.

merly used will appear in material published in theEX—Executor. PRS—Partnership.

Bulletin.

o F—Fiduciary. PTE—Prohibited Transaction Exemption.
A_Ind'V'duél' FC—Foreign Country. Pub. L—Public Law.
Acq.—Ac.qwescence. FICA—Federal Insurance Contribution Act. REIT—Real Estate Investment Trust.
B—Inleldu.a.I. FISC—Foreign International Sales Company. Rev. Proc—Revenue Procedure.
BE—Beneficiary. FPH—Foreign Personal Holding Company. Rev. Ruk—Revenue Ruling.
:ﬁ;‘i‘;ﬁérd of Tax Appeals. F.R—Federal Register. S—Subsidiary.

C —Individual. FUTA—Federal Unemployment Tax Act. S.P.R—Statements of Procedral Rules.

C.B—Cumulative Bulletin.
CFR—Code of Federal Regulations.

FX—Foreign Corporation.

G.C.M—Chief Counsel’s Memorandum.

Stat—Statutes at Large.
T—Target Corporation.

Cl—City. GE—Grantee. T.C—Tax Couirt.

COOR—Cooperative. GP—General Partner. T.D—Treasury Decision.
Ct.D—Court Decision. GR—Grantor. TFE—Transferee.

CY—County. IC—Insurance Company. TFR—Transferor.

D—Decedent. I.R.B—Internal Revenue Bulletin. T.I.R—Technical Information Release.
DC—Dummy Corporation. LE—Lessee. TP—Taxpayer.

DE—Donee. LP—Limited Partner. TR—Trust.

Del. Order—Delegation Order. LR—Lessor. TT—Trustee.

DISG—Domestic International Sales Corporation. M—Minor. U.S.C—United States Code.
DR—Donor. Nonacg—Nonacquiescence. X—Corporation.

E—Estate. O—Organization. Y—Corporation.

EE—Employee. P—Parent Corporation. Z—Corporation.
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